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The cigarette tax is a federal government 
supporter which brings in a billion-and-a- 
half dollars in revenue each year. A 
change in smokers’ habits affects Uncle 
Sam's pocketbook, too. On an incomplete 
fiscal-year comparison (first eleven months), 
1954 revenue—$1,372,625,000—has 
dipped below 1953 revenue for the same 
period—$1,456,270,000. 





Coming— A new revenue act—a new 
and entirely revised Code. According to 
the best estimate, we will have them before 
the end of July because, at present writing, 
Congress intends to adjourn July 31. 


Practically every section of the tax law has 
been changed, if only as to position in the 
new codification. The new sections call for 
a great amount of explanation, and we 
have scheduled — from the best-informed 
tax writers — a series of articles which will 


painstakingly explain both the new and old 
provisions. 


This will be one of the most authentic sym- 
posiums on the new law for all tax men. 
Written by tax men who, since the introduc- 
tion of the bill, have ‘‘lived’’ with the sec- 
tion about which they write, it will provide 
needed orientation to complex provisions. 


In addition to articles describing certain sec- 
tions, some authors are writing about sub- 
jects which cut across several sections. Thus, 
the symposium will provide the reader with 
both a horizontal and vertical treatment. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 
The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Court... 


Administrative eee 


FEDERAL 
TAXES 


7 
I OR BANKS .... the Tax Court (The First 
National Bank of Wilkinsburg, CCH Dec. 20,418(M), 13 TCM 
576) says that Mimeograph 6209, 1947-2 CB 26, used by the 
Commissioner in computing bad debt additions to reserves, does 
not have the force and effect of law. 


( , HARITABLE and educational organizations 
may at some time find it necessary to take part in a political 
activity, but when a substantial part of their activities is poli 
tical in nature they cannot qualify for the exemption even though 
such activities were engaged in with the highest motives and 
were admittedly in the public interest. Contributions to organi- 
zations which cannot qualify for the exemption are not deductible 
by the contributor—Seasongood, CCH Dec. 20,421, 22 TC 

-, No. 87. 


A CORPORATION sold its treasury stock to 
its president to induce him to continue in its employ for an ex 
tended future period. The gain on the stock was not taxable to 
the corporation; there was no dealing in its own stock as it 
would have dealt with the stock of other corporations.—The 
Timken-Detroit Axle Company, CCH De. 20,173, 21 TC —, No. 85. 


ry 

| Hi PURCHASER of an insurance business 
paid $10,000 for the business: the furniture, the list of policy 
renewals, the name of the agency. The contract of sale contained a 
covenant not to compete by the seller. The price of the business was 
arrived at by adding to the estimated policy renewals the value 
of the tangible assets. No depreciation was allowed on the cove- 
nant not to compete because it was not severable. It was an 
inseparable part of the contract of sale-—Walker, CCH Dec. 
20,403(M), 13 TCM 558. 
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Interpretations 


A PROPRIETORSHIP incorporated, It was 
a question of who was the taxpayer, the proprietorship or the 
newly formed corporation. The articles of incorporation were 
filed on January 10, but the corporation had no bank account until 
May. The first quarter social security returns were filed in the 
name of the proprietorship. The taxpayer pointed to these two 
facts as evidence that the first quarter income of the corporation 
actually belonged to the preceding proprietorship. The Tax 
Court said no; date of incorporation controls.— Smith, CCH Dec. 
20,442(M), 12 TCM 607. 


A TAXPAYER owned over 14,000 shares of 
stock. He surrendered 10,000 of these shares to enable the cor- 
poration to obtain a loan. The stock was carried on the books 
as treasury stock. The taxpayer had a loss measured by the cost 
basis of the surrendered stock less the increase in value of the 
shares retained by the taxpayer—Payne Housing Corporation, 
CCH Dec. 20,441(M), 12 TCM 603. 


In a community property state, one halt of 


the community property passed to the sons of the husband with 
usufruct rights to the widow. The widow renounced the right, 
but this income from the date of the husband’s death until it 
was renounced was income to the widow. In other words, the 
renunciation does not operate retroactively. —Blumenthal, CCH 
Dec. 20,436, 22 TC —, No. 100 


Pursuant to an agreement incident to a 
decree of divorce, the husband agreed to pay the premiums on certain 
policies of insurance on his life. The policies were delivered to the 
divorced wife. The husband deducted the premiums on these 
policies, contending that they were part of the periodic payments 
he had agreed to make, and that in effect the policies had been 
assigned to her. The Tax Court heid to the contrary, because 
the divorced wife did not become the owner of the policies—her 
rights in them were defeasible since they depended upon a num- 
ber of contingencies.—Weil, CCH Dec. 20,407, 22 TC —, No. 79. 


A TRIP to Atlantic City is a deductible 
medical expense if . . . . A 64-year-old taxpayer suffered a 


coronary thrombosis. She spent several months in the hospital, 
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and then went home. While at home she had marked insomnia 
and anxiety neurosis. The doctor advised her to go to Atlantic 
City because the change of surroundings and rest would help her 
overcome her nervous condition so that sedatives would no longer 
be necessary.—Hollander, CCH Dec. 20,413, 22 TC—, No. 8&4. 
The same patient bought an inclinator for her home to avoid 
having to climb up and down stairs; the Tax Court held this 


was a capital expenditure, not a medical expense. 


A TOOL that is powered by blank 22 or 38 
caliber cartridges used for setting studs or driving anchors into 
masonry is not a firearm. The dealer is required to neither obtain a 
license to sell the tool nor pay the firearm tax.—Revenue Ruling 
54-245. The Internal Revenue Service’s recipe for martinis 
“not less than 25 per cent vermouth” ; in other words, three to one 
Dry martinis must contain not less than one part vermouth to 
six parts gin.—Revenue Ruling 54-258. . . . Maybe the auto 
dealer can give the purchaser a break on a “company car.” Sales 
of demonstrators are not subject to capital gain and loss treat 
ment, but a company car is. Revenue Ruling 54-222 says that’s 
a question of fact and the dealer must answer these questions 
How has the car been financed? How has it been registered ? 
How has it been insured? What is the nature, duration and 


extent of its use by the dealer’ What is the manufacturer's 
policy F 


A OWNED STOCK in C corporation. He 


knew the management, was interested in the progress of the 


company and often made trips to the company’s project site and 
plant, giving the management the benefit of his experience and 
advising them in the interest of profitable operations. On his 
personal income tax return, A deducted $1,000 as business ex 
pense which represented the amount he had spent on these trips. 


Query: Is the $1,000 a permissible deductible item ? 


No. A stockholder would not be incurring these expenses 
on behalf of his own business. The expense was incurred on be 
half of the corporation. Neither may this amount be deducted 
as a nonbusiness expense under Section 23(a)(2). A stockholder 
may deduct the cost of investment counsel, safe-deposit box and 
secretarial help required to manage his investments, but it is not 
ordinary and necessary for a stockholder to participate in the 
management of a corporation in which he holds stock. A recent 
case so holding is O’Connor, CCH Dec. 20,446(M), 13 TCM 623. 
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Revenue Code Now in Conference 
with Agreement on 
Most Sections 


Washington Tax Talk 


The Congress 


Status of the new tax bill.—Th« 
bill is in the 
for the 


ences 


revenue 
hands of the joint conference 
purpose ot diffe 
Senate 


reconciling the 
House and the 
Before the revenue bill 

there was a moment ot 
ment in the Senate, when a 
made to recommit the bill 

was voted down 
would 


this session of Con 


between the 


versions reached 


excite 
motion 
The 
had it carried, 
been no revenue bill at 


this point 


was 
motion 
However, 
ther« have 
gress. Immediately after 
a vote on the bill was 
Senate passed it 


defeat of the motion 


called for and the 


The House appointed Representatives Reed, 


Jenkins, Simpson, Cooper and Dingell as its 
conferees and the Senate named Miuillikin, 
Martin, Williams, George and Byrd 


The size of the revenue bill and its present 


state of flux makes any conclusion as to its 


final form a bit precarious, but certain as 


pects of its physical form have 
to risk comment 
will bring together all 


same and 


crystallized 
The new law 
provisions on. the 

topics It is organized 
under seven subtitles, each bearing a capital- 


sufficiently 


re late d 


er designation 
Subtitle A 
Subtitle B 
Subtitle ( 
Subtitle D 


Subtitle E 


other excise 


income taxes 


—estate and giitt 


taxes 
employment taxes 


miscellaneous excise taxes 


ak yhe y], 


taxes, 


tobacco and certain 


Subtitle F 
provisions 

Subtitle G 
on Internal 

Each into 
chapters and these in turn are 


procedural and administrative 


duties of the Joint Committee 
Revenue 


subtitle is divided numbered 
divided into 
There are 92 chapters and the 
numbered from 1 to 8023 \ 
number of section numbers are blank, being 


reserved tor future 


subchapters 


sections aré 


legislation 


Washington Tax Talk 


Most of the 
ing to the 


those 


titles are organized accord- 


pattern, with 
relating to the imposition 
of the tax and following with the provisions 
of general applicability 


same beginning 


provisions 


and the provisions 
relating to specific situations. For instance, 
there are separate income tax subchapters 
on such topics as accounting requirements, 
exempt organizations, banking institutions, 
natural resources, insurance companies, capital 
gains and losses and interyear adjustments 
Subtitle F may be 
a bit from the 


considered as deviating 
above-described pattern but 
it follows the ordinary sequence in taxpayer 
procedures Phe filing re 
turns, time and place for payment of taxes, 
assessment, collection, 


provisions tor 


abatement, credits, 
refunds, interest on overpayments and un 
derpayments, definition of crimes and other 
offenses each comprises a separate chapter 

The following 
H. R. 8300 are those in which there 
been no differences between the 
the Senate in the 
they will appear in the final bill 


income tax sections ot 
have 
and 


form in which 


House 
These are 


Section 
Optional tax 
Rules for optional tax 


Effect of changes in rates during a 
taxable year 


‘Tax withheld on wages: income tax, 
credit tor special retunds of social 
security tax ' 

Withholding at 
dent foreign corporations, 
and tax-free covenant bonds 


source On nonresi 


aliens, 


Taxes imposed by foreign countries 
and possessions ot the United 
States. 


Credys not allowed wher 
viduals pay optional tax or 
standard deduction 


indi 
take 
Definition of taxable income 
Income from services of a child 


Prizes and awards included in gross 
Income 


613 





Section 


45 


76 


Adjustment for bond premium 


dealers in tax-exempt securities 


Tor 
Income from 
obligations 


land banks 


lection to include commodity credit 
loans in income 


made or 
joint stock 


mortgages 
issued by 


Interest on certain governmental 


obligations not included in income 
Contributions by employer to acci 
dent and health plans not included 
in gross income 
Rental value 
cluded in 


Oot parsonage not iIn- 


gross income of minister 
Improvements by lessee lessor’s 
property not 


mnmcomne 


on 
included in 


le ssor’s 


gross 


Income taxes paid by lessee corpora 


tion not included in gross income 
of bad debts, prior taxes, 


and delinquency amounts 


Recovery 


Certam 
Tri¢ 


combat pay of armed forces 
nbers not included in gross in 
come 


Mustering-out for armed 


included in 


payments 
members not 
income 


torces 
gross 
Sports programs conducted 


American National 


included in 


tor the 
Red Cross not 
income 


TOSS 
Income of states, municipalities, etc 
not included in gross income 


statutory 


ceived 


allowance re 
not included in 


subsistence 
pol € 
SS mcome 


Standard deduc 


Individuals 
th 


by 
ro 
tor 

who not eligible 
tandard deduction 


are ror 


Determination of marital 


standard deduction 


Status 


lection of standard deduction 
Determination of marital status—de 
ductions for personal exemptions 


\llowance or 


deductions—itemized 


deductions for individuals 
deductible 


\mortization of emergency facilities 


Losses 


are 


Amortization of 
ties 


grain-storage facili 
Allowance of deductions 


itemized deductions for 
the 


additional 

individuals 

I xpenses lor 
come 


production of in 


Deduction of alimony payments 


\mounts representing“taxes and in- 
terest paid to cooperative housing 
corporation 

Allowance of special deductions for 
corporations 

Deduction 
interest 


for partially tax-exempt 


Section 


243 


244 
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Deduction for dividends received 


Deduction for dividends received on 
certain preferred stock 

Election to amortize 
expenditures 


organizational 


General rule for 
ductions 


disallowance of de- 


Personal, living, and family expenses 


Expenses and interest 
tax-exempt income 


relating to 


deductible 
Sale of land with unharvested crop 


Carrying charges not 
Debts owed by political parties, et¢ 
Holders of live or terminable interest 


Nonrecognition of loss in 
railroad reorganizations 


certain 


Change of annual accounting period 
General rule for methods of ac counting. 


taxable year of in 


income 


f« Tr 


gross 


General rule 

clusion of 
Obligations issued at a discount 
General rule for inventories 
Last-in, first-out inventories 


Allocation of income and deductions 
among taxpayers 


Fee ce I 


Taxes of 


organizations are not exempt 


| 


ana 
states 


roreign 


of the 


countries 


Unite d 


farmers’ « ooperatives 


pos 


sessions 
Exemption of 
trom tax 


Imposition of 
operatives 


tax on farmers’ 


Shipowners’ prote and 


tion indemnity 


associations 
Imposition of accumulated « 


tax 


arnings 

Income not placed on annual basis 

Rules applicable in determining 
dends eligible for dividends 
deduction 

Banking institutions 

for 

deposits 


Expenditures 
natural 


de velopme nt 


ot 


Payments to encourage exploration, 
development, and mining for de 
fense purposes are excluded 


Sale of oil or gas properties 


} 


Imposition of tax on estates and 


trusts 
Deduction 
current 


for trusts distributing 
income only 

Inclusion of amounts in 
of beneficiaries 


distributing current 


gross in 
ot trusts 
income 


come 
' 

ony 

Inclusion 


come 


of amounts in 


be neficiaric s 


gross im 
ot estates 


(Continued on page 685) 
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Tax Aspects of Nonqualified Pension 
and Deferred Payment Plans 


By LEO A. DIAMOND, Attorney, New York City 


| | IGH income tax rates during the past 
dozen years have stimulated the crea 


tion oft stock 


profit-sharing and 
which qualify under Section 
165 of the Internal Revenue Code. Wide as 


such stimulation has been, there are never 


pension, 
bonus plans 


theless substantial areas in American busi- 
ness and industry where, for one reason or 
another, the adoption of such plans has been, 
at least for the time being, delayed. In 
many other areas there may be considerable 
delay hard 
proprietary to pension arrange- 
ments which necessitate future commitments. 
Furthermore, 
on the 


“tailor 


There are always cores of 


resistance 


there are inherent limitations 
applicability of qualified plans to 
made” arrangements for certain in- 
dividual employees or groups of employees. 
Consequently, it is not amiss to present a 
review of the feasibility of, and the tax 
consequences arising from, the adoption of 
so-called nonqualified plans providing for 
pensions or deferred payments’ to employees 
of all grades and classifications. 

In the case of any given employer, a plan 
which does not itself qualify under Section 
165 of the Code either may be supplementary 


‘The 


classification of 
ferred payments’’ is concededly arbitrary. 
Every pension is, of course, a deferred pay- 
ment, but not every deferred payment is neces- 
sarily a pension as that word is commonly 
understood, even though such a payment has 
been described as being in the nature of a 
pension. Cf. Seavey & Flarsheim Brokerage 
Company, CCH Dec. 10,978, 41 BTA 198. 

* Generally, the existence of an unqualified 
plan will not jeopardize the qualification of a 
plan otherwise eligible to the benefits of Code 
Sec. 165 Regs. 118, Sec. 39.165-3 


‘‘pensions’’ and ‘‘de- 


Nonqualified Plans 


The Tax Aspects Are Simple When 
Payments Are Reasonable, the 
Plan Is Unfunded and Employee 
Rights Are Forfeitable 


to an existing qualified plan* or, for the 
time may be the entire plan under 
which employees are given some form of 
retirement income * 


being, 


through pensions or de- 
ferred payments. The discussion below is 


equally applicable in both situations. 


PENSIONS 
Employer Policy 
Short of Contractual Arrangement 


There have been and still are many em- 
ployers, corporate as well as noncorporate, 
who, with more or less informality, advise 
their employees, executive and nonexecu 
tive, that to the extent of financial ability 
they, the employers, will provide some form 
of pension payments out of current or ac 
cumulated earnings 


In such instances the 
’ For special aspects of the retirement income 
problem, see the following papers in Proceed- 
ings of the New York University Twelfth An- 
nual Institute on Federal Taxation (1954): 
Tannenwald, ‘‘Retirement Income Under Non- 
Qualified Plans: Insurance and Annuities,’’ at 
p. 351; Mickey, ‘‘Tax Consequences of Pay- 
ments to Employee's Widow and Relatives,”’ at 
p. 409; Lyon, ‘‘Problems of Capital Gains and 
Special Benefits to Executives at Retirement,”’ 
at p. 365; and Colgan, ‘“‘Employee Death Bene- 
fits Before and After Retirement,"’ at p. 391. 
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This article was prepared before the 
introduction of H. R. 8300, the 
proposed Internal Revenue Code of 
1954. In view of the uncertain 
changes to be made by H. R. 8300 
affecting nonqualified pension and 
deferred payment plans, 

no revisions have been made in this 
article to reflect any such changes. 


employers usually expressly state that they 
are not entering into any formal contractual 
thei 


entore ed 


arrangement 

legally 
ordinary case is 
aside \ 


now 


with which 


Only in the extra- 


( mploye es 
can be 


there any fund set 
number of such plans have 


been in existence 


specih 
large 
for many years and, 
least in those 


questions as to 


consequently, at 
still unresolved 
the effectiveness of 


situations, 
there are 
any contention by the 
lack of legal 


employer as to the 
ability.* 


enforce 


Schedules of payments under nonqualified 


pension plans 


re semble sche dules 


of payments under qualified plans. The nor- 
mal pattern is to provide for annual or more 
Irequent 
60 or 65 payments are 
either for life or, in 


strongly 


payments alter retirement at age 


‘These to be made 
some imstances, tor 


shorter fixed periods. Sometimes, but not 
always, payments continue the death 


ot the spouse o1 


alte! 


employee—to his other 


beneficiary, either in the form of a lump 


sum or for a fixed period 


the payments 


The amount of 
well be 
formula based on 
and wage or 


may determined by 
length of 


S¢ ales 


a fixed service 


salary Furthermore, 


the amount of any benefit 


taken into 
determining the amount of the 
payment to be made 
Actually, in is an ab 
sence ol proscribed discrimination and the 
only feature which frequently distinguishes 
this plan from that 
Code Section 165 is the fact 


no separate 


social security 


payment may not be 


may ofr 
account tn 


under the plan itself 


many a situation there 


type of falling 


that 
iund ta which employer 
and 


under 
there is 


con 


tributions are made from which nen 


sions are paid to 


employees 
‘Labor relations being what they are. in 
many instances employers speak softly in con 
tending that they are under no legal 
to make or continue pension payments 

‘Code Sec. 23(p)(1)(D); 
39.23¢(p)-11 

*See Code Sec. 126 
Dec. 19,136(M), 11 TCM 814 (1952); 
O’ Daniel v. Commissioner 19.1 ust 
F. (2d) 966 (CA-2) 
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liability 
Regs 118, Sec 


Estate of Davis, CCH 


Estate of 
" 9235, 173 


August, 


1954 e@ 


Pensions under a nonqualified 


indicated, are often 


plan, as 
paid to non 
Where, however, ex 
ecutive employees are involved, some plans 
provide that pension payments after retire- 
ment are dependent upon such conditions 


already 
executive personnel. 


subsequent as refraining from entering into 


any activities which are competitive with 
those of the employer or agreeing to provide 
consultant services when requested 


much as except in the 


Inas 
unusual case no 
specific fund is set aside or even earmarked, 
there is at least an additional implied condi 
tion subsequent that if there are no earnings, 
there will be no payments In i 
stances the plan may expressly provide that 
no payments will be made as pensions if 


earnings fall below a stated amount 


some in 


The income tax consequences to all parties 
concerned are relatively simple. Regardless 
of whether the employer be on the cash or 
accrual basis, the pension payments are de 
ductible whenever made if they are reason 
able in amount; and if the plan is unfunded, 
the employee’s forfeitable If, 


however, the plan is funded, as in the c: 


rights are 


of a trust, and the employee’s rights are 
forfeitable, the employer may 
deduction 


never get a 


even if the employee's rights 
should subsequently become nonforfeitable’ 
Insofar as the employee or his estate® is 
concerned, made to 
taxable whenever received, providing there 


trust 


payments either are 


has been no 
rights of the 


fund and the 
employee in such fund have 


not completely vested prior to payment 


created 


The estate tax consequences may be briefly 
summarized as follows: Obviously, if pay 
ments cease with the death of the employee, 
there is no estate tax problem. If, however, 
the estate does receive an additional amount, 
either in a lump installments, 
there may be a question as to whether that 
amount or a 


sum or in 


discounted portion 
includible in the gross estate 


thereof is 
By hypothesis, 
the employer disclaims any legal obligation 


to make payments; if disclaimer is 


such 
effective, the estate has only an expectancy, 
any value of which generally 
in the gross estate." 
duct, the 


ever, be 


is not includible 
By his course oft con 


emplover’s disclaimer how 


there 


may, 


ineffectual, in which 


event 
'A voluntary payment or mere expectancy 
is distinguished from a legal obligation is not 
includible in the gross estate Dimock v. Cor- 
win, 37-1 ustc § 9270, 19 F. Supp. 56 (DC N. Y.); 
Hanner v. Glenn, 53-1 wuste § 10,892, 111 F 
Supp. 52 (DC Ky.) CCH Federal Estate and 
Gift Tax Reports 110,944 (CA-6, April 21, 
1954) Cf. G. C. M. 27242, 1952-1 CB 160. 


TAXES —The Tax Magazine 





would be a problem as to the valuation of 


on the part of the employer to 
make additional payments to the estate. 


a promise 


Employees who receive pensions under 
nonqualified plans are usually not required 
to perform any 
atte! 


services for the employer 
retirement. Consequently, the receipt 


of their pension payments will in no way 
result in the loss of Social Security Old Age 


and Survivors benefits by the 
Social Security Act for 
reducing benefits thereunder to persons earning 
more 


Insurance 
requirement in the 
than $75 pet 


s 
services 


month for 
An employee 
required to 


called 


social 


personal 
who is, however, 


perform some services when 


upon after retirement may lose his 


until age 75. Con- 


the employer 


security benefit 


sequently, 11 does not want 
such an employee to suffer by virtue of the 
loss of the social benefit, he may 
make allowance for additional 
amounts to be paid to the employee. In the 


ordinary case these additional amounts should 


security 
have to 


not be considered unreasonable so as to be 


nondeductible when paid 


Formal Agreement 
Constituting Contractual Arrangement 


Pensions payable under a plan that does 
not qualify under Section 165 may be based 
on a 


formal understanding o1 


which in fact 


agreement 
and in law constitutes a 
legally enforceable contractual arrangement 
In the main the 


not too 


structural pattern here is 
that 
connection with pensions paid under an em 


ployer policy 


dissimilat 


from discussed in 


which fails short of a legally 
There 
trust 


enforceable contractual arrangement 


is, however, a more trequent use of 
Accordingly, the tax 
different 


noncontractual 


funds consequences 


may be those 


from 


arising under 


arrangements Insofar as 
here, too, the 


when 


the employer is conce¢ rned, 


payments are deductible they are 
made (regardless of the method of account 
ing used by him) if they are 
amount and if the plan is unfunded and the 
employee's rights are forfeitable, If, how 
ever, the plan is funded and the employee's 
forfeitab e. 


a noncontractual 


reasonable in 





rights are he re, as in the case of 


arrangement, deduction 


may be lost forever to the employer 


even 
though the employee’s rights may later be 
come nonforfeitable.’ 


®* 42 USCA, Sec 

*Code Sec 
(p)-11. 

“Code Sec 

See Childs 

for Executives, 


403(b) 
23(p)(1)(D); Regs. 118, Sec. 39.23 
165(c); Regs. 118, Sec. 39.165-7. 
‘Deferred Compensatian Plans 
TAXES, December, 1953, pp 


Nonqualified Plans 


lf, prior to retirement, an employee's 
rights are forfeitable, or even if after retire 
ment his rights become nonforfeitable, he 
normally will be taxed on the payments 
when received. A caveat must be men 
tioned, however, that if the plan is funded 
and the rights of the employee are nonfor- 
feitable before payment, the employee may 
be subject to tax on the commuted value of 
future payments in the year when his rights 
become nonforfeitable, which 
sumably the 


year is 
of retirement.” 


pre- 
yeal 


Insofar as the estate is concerned, it will 
normally be subject to income tax on the 
payments received, since they will not have 
been subject to income tax in the hands of 
the employee prior to receipt. 


the commuted value of 


If, however, 
future payments 1s 
subject to tax in the year of retirement be 
cause of the employee’s nonforfeitable rights 
in a trust fund, it would appear that later 
payments should not 
income tax in the hands of the 
death The estate tax 
quences generally are the same 


again be subject to 
estate or 
beneficiary. conse 
here as in 
the case of pensions paid under the non 
Thus, if no fur- 


due the estate, there is 


contractual arrangement. 
ther 
nothing 


payments are 
to be included in the gross estate 
under the pension arrangement lf, how 
ever, additional amounts are due the estate, 
then admitted contractual 
liabiity a valuation problem arises, 


because of the 


lhe comments made with respect to social 


security aspects of noncontractual pension 


payments are equally applicable here. 


DEFERRED PAYMENTS *' 


As distinguished from pensions which are 
paid to employees generally, deferred pay 
ments herein discussed are 
usually 


those which are 
Whereas 
pensions generally are paid principally for 
nontax 


made only to executives 


reasons, de ferr ed 


payments to ex 
ecutives, which may take various forms, are 
most frequently designed to soften the im 
pact of high progressive surtax rates. De 
ferred payments to executives may be made 
under a plan which deals with a class with- 
out the use of individual contracts. On the 
other hand, depending upon particular cir- 
cumstances, deferred payments may be made 
under an individual contract with 
fected executive.” 


each af 


1007, 1009, for a comprehensive list of recent 
articles on various aspects of deferred compen- 
sation. As under Part I of this paper, the dis- 
cussion here is synoptic. 

” Allison, ‘“‘Incentive Compensation 


Plans 
Fortune, May, 1949, p. 143 
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Deferred payments may be spread over 
a comparatively short term or over a long 
term. For present purposes a comparatively 
short term may be considered, for example, 
as three, four or five years. Thus, the 
employer may formally agree to pay a bonus 
or other additional amount over a three-, 
four- or five-year term, as the case may be, 
in lieu of the lump-sum amount usually 
paid at the end of any given working period. 
The payment is normally made out of cur- 
rent or accumulated earnings and profits and 
may be made, in whole or in part, in cash, 
stock or securities. The initial payment 
cither may begin with the year for which 
such bonus or additional amount has been 
earned or may begin at a later time, either 
during employment or after termination of 
employment or retirement. In virtually all 
cases the orthodox pattern calls for certain 
conditions precedent, as, for example, that 
the employee remain on the job, render 
satisfactory services and continue being 
Under some plans, 
however, the employee's rights to the bonus 
or additional amount are fixed as of the 
end of the year or period for which the 
bonus or additional amount had been earned, 
so that even if there should be a termina- 
tion of employment during the subsequent 
three-, four- or fave-year period for cause, 
the employee cannot be denied payment of 
the bonus or additional amount. 


loyal to his employer. 


Deferred payments that are merely spread 
over a short term have, of course, correla- 
tively limited tax advantages. If the execu- 
tive should continue to work for a long time 
and earn then within 
five years, as the case may 
be, he will generally lose any tax advantages 
because at the end of the three-, four- or 
five-year period there will normally be a 
“rebunching” of income. 


bonuses each year, 


three, four or 


Irrespective of what method of accounting 
the employer uses, he will obtain a tax de- 
duction for the payments only when they 
There is, however, considerable 
speculation as to how far doctrines of “con- 
structive receipt” or 


are made 


“economic benefit” are 


4% Childs, article cited at footnote 11, at pp. 
1013 and following 
4 See Commissioner v. Oates, 


53-2 ustc J 9596, 
207 F. (2d) 711 (CA-7), aff'g 18 TC 570, CCH 
Dec. 19,049 (1952), which, although dealing with 
a long-term spread of insurance commissions, 
is nevertheless apposite to even short-term 
spreads 

% See generally, Estate of Leoni, CCH Dec. 
16,657(M), 7 TCM 759 (1948): Estate of Nevin, 
CCH Dec. 16,498, 11 TC 59 (1948): Estate of 
King, CCH Dec. 19,859, 20 TC , No. 131 
(1953); Estate of Miller, CCH Dec. 17,610, 14 
TC 657 (1950); Estate of Gordon, CCH Dec 


618 


August, 1954 @ 


applicable in taxing to the employee any 
amounts prior to actual receipt.” At present, 
and until there is more definite authority 
to the contrary, the consensus is that the 
employee will be required to include the 
payments in gross income when he receives 
them and not before.” A similar rule applies 
to payments made to his estate. 
tax purposes the 


For estate 
commuted value of the 
unpaid portion owing to the estate must be 
valued as an asset thereof and included in 
the gross estate.” 


A long-term spread for the payment of a 
bonus or additional amount can result, at 
least theoretically, in greater tax advantages 
to the employee than can a short-term spread. 
By,a long-term spread is meant a ten-, 12- or 
15-year term over which annual bonuses or 
additional amounts may be paid in annual or 
more frequent installments.“ Usually, in the 
case of a long-term spread, payments do 
not begin until after retirement or earlier 
termination of service. In this regard there 
is a difference from the short-term spread 
arrangement where the initial payment usu- 
ally begins during employment 


The right to receive payments under a 
long-term spread is usually subject to the 
same conditions precedent as in the case of 
a short-term spread. It is also subject to 
conditions subsequent, the number of which 
may vary from employer to employer. Among 
the more requirements that 
payments will begin and will continue only 
if the employee does not enter into any 
competitive activities following termination 
of active employment, if the financial con 
dition of the employer satisfies certain tests, 
if the retired employee does not earn more 


common are 


than a certain amount from other sources or 
if the retired employee responds satisfac- 
torily to requests for legitimate consultant 
services.” 


Aside from their nontax significance, these 
conditions subsequent are also important in 
determining the extent to which, if any, the 


doctrines of “constructive receipt” or “eco- 


nomic benefit” should apply to tax the em 


17,667(M), 9 TCM 424 (1950); Estate of Higgs v 
Commissioner, 50-2 vustc § 10,782, 184 F. (2d) 
427 (CA-3): Commissioner v. Twogood Estate, 
52-1 ustc { 10,842, 194 F. (2d) 627 (CA-2) 

% Although a short-term spread has been de- 
scribed in the text as three, four or five years, 
it is not to be assumed that any six-, seven-, 
eight- or nine-year spread cannot also be con- 
sidered as short term. Cf. Regs. 118, Sec 
39.22(a)-21, as treating, for certain income tax 
purposes, a trust for ten years or less as ‘‘short 
term.”’ 

7 See Casey and Rothschild, 
with Key Men (1953), pp. 77-126 
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The time either has passed or is 
rapidly coming to a close, 

Mr. Diamond says, when starry-eyed 
reliance on mere formal conditions 
is sufficient to negative the 

existence of constructive receipt. 


ployee prior to actual rec eipt 
taxwise, the 
quent something more 
trimmings, 


To be important 
however, conditions 
must be 


documentary 


subse- 
than mere 
matter how 
letter perfect they may appear 


no 
precise or 
on paper. The time either has passed or 
is rapidly coming to a close when starry-eyed 
reliance on mere formal conditions is suf- 
ficient to negative the existence of con- 
structive receipt. Unless the conditions 
are reasonable and have reality 
they may and should be 
ignored. It is not so much the 
of conditions subsequent as it is 
the extent to which they can be said to have 
flesh and blood. 


subsequent 
and substance, 
rightfully 
numbet 


In the field of long-term spread pay con- 
tracts of the kind now discussed, a recent 
decision the Court of Appeals for the 
Seventh Circuit in Commissioner v. Oates™ 
is pertinent. There, a general insurance 
agent entitled to renewal com- 
missions on a sliding scale was held to have 
effectively spread those commissions in even 
annual amounts over a considerably longer 
period of time by a contractual rearrange- 
ment with the insurance company whom he 
represented, The court held that there was 
no such constructive receipt or economic 
benefit to justify taxing prior to actual re- 
ceipt any amount of the commissions paid 
to him under the revised agreement. This 
and other decisions on related issues * ma- 
terially support the view that in the absence 
of any annuity or funded arrangement, con- 
structive receipt may be properly avoided, 
especially if real conditions subsequent must 
be satisfied before the employee is entitled 
to payment. 


by 


who was 


At this point it is of interest to note there 
is actually no published administrative prece- 


far the 
structive receipt” or 


dent as to how 


doctrines of ‘“‘con- 
“economic benefit” may 
be applied in arrangements involving de- 
ferred payments of the kind analyzed here. 
Ten years ago the Commissioner issued a 
ruling (as yet unpublished) to a large com- 
pany, involving a long-term spread unfunded 
arrangement of 15 
retirement or 


beginning after 
earlier termination of service. 
In this ruling the Commissioner stated that 
the executive under 


years 


such a contract would 
not be deemed to have realized any income 
at any time prior to actual receipt and that 
the employer, even though on the accrual 
basis, would not be permitted to deduct the 
amounts of such payments prior to actual 
payment. Except for possibly a handful of 
other similar rulings issued at about that 
time, the Commissioner, as far as is known, 
has refused to issue any more rulings on 
the tax aspects of deferred payments under 
executive pay contracts or arrangements. 
Nevertheless, a number of employers, on the 
strength of what they understood the afore- 
mentioned rulings to have been, have in- 
stituted similar plans and presumably, thus 
far at least, no troublesome tax question has 
arisen with respect to alleged constructive 
receipt. 

The estate tax consequences of a long- 
term spread arrangement, such as _ that 
covered by the Commissioner’s unpublished 
rulings, have not as yet been definitely 
established, at least insofar as any litigation 
is involved. There is, however, pending 
litigation covering the estate tax aspects of 
deferred payments remaining unpaid at the 
time of the employee’s death before retire- 
ment. The ultimate question is really one 
of value. In view of the forfeitable char- 
acter of the employee’s rights during his 
lifetime, it is arguable that the contracts 
have no vajue at his death.” On the other 
hand, the Commissioner may contend that 
the unpaid payments should be treated as 
an annuity for a term certain and valued as 
such.” 


Finally, in the field of deferred payments, 
the tax interests of the employer often can- 


(Continued on page 625) 





1% Cited at footnote 14 
1* Childs, article cited at footnote 11, at pp. 
1014 and following; see, however, Eisenstein, 
“A Case of Deferred Compensation,’’ 4 Tax 
Law Review 391 (1949). 

2” See Estate of Giannini, CCH Dec. 13,638, 
2 TC 1160; Estate of Matthews, CCH Dec 
13,822, 3 TC 525; and Estate of Harper, CCH 
Dec. 16,647, 11 TC 717 

21 Regs. 105, Sec. 81.10(i), Table II, for dece- 
dents dying after December 31, 1951, and Sec. 
81.10(j), Table B, for decedents dying before 


Nonqualified Plans 


January 1, 


In computing capital gain 
for income tax purposes, an agreement by an 


1952. 


individual, no matter how wealthy or solvent, 
to pay an annuity to the taxpayer has no fair 
market value. J. Darsie Lloyd, CCH Dec. 9201, 
33 BTA 903 (1936); Estate of Kann, CCH Dec 
15,959, 6 TCM 913 (1947). This rule would 
seem to be inapplicable for estate tax purposes; 
otherwise, Tables II and B, above, would not 
apply except in the case of annuities paid pos- 
sibly by insurance companies which, of course, 
is not the case. 
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Tax Procedure 


A Review of the Difficult, Yet Challenging, 
Factors to Be Researched, Studied and Weighed 


in Those All-Too-Fleeting 90 Days 


The Ninety-Day Question 


a HAVE RECEIVED a 90-day stat- 
utory notice of deficiency from the 
Commissioner of Internal Revenue; tell me, 
shall I petition the Tax Court or shall I pay 
the tax and sue for refund in the district 
court or Court of Claims?” How many 
times has this question been put to you 
with the expectation of a categorical answer ? 
Since the answer to this question is prob- 
ably the most important and irrevocable of 
all tax litigation decisions, let us examine 
the various avenues and destinations open 
to the taxpayer at this crossroads before 
judicial review 


The statutory notice of deficiency, ot 
90-day letter, is usually issued only after the 
taxpayer has had an opportunity to discuss 
and settle his tax dispute with the internal 
revenue agent, his group chief and possibly 
the Appellate Division. The deficiency notice 
itself contains a fixed amount of money as 
the tax due, an audit statement detailing 
the computation of the tax and a declara 
tion to the effect that the taxpayer has 
90 days from the date of mailing within 
which to file a petition with the Tax Court 
of the United States for a redetermination 
of the deficiency, or in default of filing such 
a petition the tax will be assessed as set 
forth in the deficiency notice When this 
statutory notice is received, and within 
those 90 days, a decision has to be made 
Shall it be the deficiency-Tax Court road, 
or the refund-district court-Court of Claims 
road ? 


If the decision is made to travel the Tax 
Court road, a petition must be filed, with 
the Tax Court in Washington, D. C., within 


1 Code Sec. 272(a)(1) and (c) 

* Code Secs. 272(a) and 322(d) 

1 McConkey v. Commissioner, 52-2 ustc © 9537, 
199 F. (2d) 892 (CA-4): Stanley A. Anderson 
CCH Dec. 16,692, 11 TC 841; Julius Bendheim, 
CCH Dec. 19,773(M), 12 TCM 723 


90 days from the date the deficiency notice 
was mailed. This is the only way in which 
the case may be litigated before the Tax 
Court. Even though the court may deter- 
mine an Overpayment of tax at the conclu- 
sion of the hearing of the case, jurisdiction 
is based upon there being a tax deficiency 
asserted by the issuance of the statutory 
notice of deficiency and the filing of a 
petition.” Should the taxpayer sign Form 
870 and pay the tax prior to the issuance 
of a deficiency notice, the Tax Court is 
without jurisdiction and will not hear the 
case. Of course, the tax need not be paid 
until the Tax Court promulgates its decision, 
but at that time it must be paid promptly 
with interest at 6 per cent to date The 
usual case in the Tax Court is concluded 
with a determination of a deficiency no 
greater than that in the statutory notice, 
but it frequently happens that the Commis 
sioner will assert an affirmative defense in 
his answer and prove a greater deficiency 
than that upon which the petition was filed, 
and the court will enter a decision for the 
larger sum.” The Tax Court itself is com 
posed of 16 judges who sit individually, with 
few exceptions, throughout the United States 

The second alternative open to the tax 
payer is the refund road. To tollow this 
course he would not petition the Tax Court 
upon receipt of the statutory notice, but 
would sign the 870 waiver form and pay 
the tax, oF do nothing, as a consequence of 
Which the tax would be assessed and have to 
be paid shortly after the 90-day period had 
run. The taxpayer now has a choice: He can 
immediately file a claim tor refund of the 


* Code Secs. 272(b) and 292(a) 

'Code Sec. 272(e); Ticker Publishing Com 
pany, CCH Dec. 12,419, 46 BTA 399 

® Code Sec. 272(c) 
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By ROBERT MARGOLIS, Attorney 
Bethlehem, Pennsylvania 


taxes that claim after 


six months have passed, or he can wait and 
file his claim for 
years of the due 


paid and sue on 
refund either within three 
date of the 
two 
paid, 
amount of 


income tax 
from the 
whichever 


return or within 


the tax 


date 
allows the 


years 
Was 
Once his 
for refund has been filed, he can 


greater time.’ 


claim 
wait 
years trom the.date of the letter of rejection 
ot his claim to file 


two 


suit. If his claim is not 
period within which he 
extended indefinitely until such re- 
jection 1S received, at which time the 


rejected, the may 


sue 1s 
same 
as above stated would be applicable.* 

\ word should be about the claim 
for refund. Form 843, upon which the claim 
is filed, allows space for the very minimum 
of detail 


said 


Since this claim form 1s the basis 
future suit, should be 


taken to make it as complete as possible, 


ot any great pains 
annexing such schedules and statements as 
to give the Commissioner full and adequate 
notice of the claim. If this is not done, an 
objection may later be raised at the time ot 
trial that the claim for refund did not 
embrace the theory of the 
fully 
missioner of the nature of the claim.’ 


should be 


pleading of the lawsuit 


action being 


litigated or did not inform the Com- 
The 
treated as the first 


claim form 


refund road, we reach 
branch of 


the Court of Claims, 


Having chosen the 
one which leads us to 
the other to the district 
The Court of Claims has jurisdiction 
United 


without a ceiling on the amount of tax to be 


a fork, 


court 


of suits against the States only, 


™Code Secs 
(a) (2) 

* Code Sec. 3772(a)(2) 

»>U. S. vw. Felt & Tarrant Manufacturing Com 
pany, 2 ustc © 708, 283 U. S. 269 (1931); Nemours 
Corporation v. U. 8., 51-1 ustc § 9271, 188 F 
(2d) 745: French v. Smythe, 53-1 ustce { 9116 
110 F. Supp. 795 (DC Calif.) 


322(b)(1), 322(b)(2) and 


3772 


Ninety-Day Question 


refunded.” 
Washington, 


The court has its 

aS, 
means of commissioners who usually sit in 
Washington, but who will travel to a more 
convenient location on request.” 


offices in 
and hears its cases by 


The district court fork of the refund road 
leads to still another division. 
must be made: 
district court 
against the 
(director, 


This decision 
Will it be a suit in the 
the United States or 
collector of internal revenue 
since the reorganization of the 
Internal Revenue Service) 


against 


The decision to 
United States is restricted by the 
fact that the United States can only be sued 
ror an amount not in $10,000, 
revenue 1s 
However, if he is 
either deceased or out of office, suit against 
the United 
is allowed.” 


sue the 


excess ot} 


unless the collector of internal 


deceased or not in office 
States for an unlimited amount 


Where it is decided to take the path ofa 


Suit against the collector of internal reve 


the action becomes a personal action 
The 
personally to 
or his estate, if he 


nue, 
as between any two private litigants.” 
Suit 1s 


against the cdllector 


whom the tax Was paid, 
is deceased, and is unlimited in amount. In 
this action, as in all other personal actions 
in the district court, the parties are entitled 
to trial by jury * But as in all 
other tax litigation before the district court, 
the United States, through the Tax Division 
of the Department of Justice, steps in and 
defends the suit for the collector The 
United States intervene at this 


Stawe of the any 


and costs 


may also 


proceedings and assert 
” 28 USC, Sec. 1491 
" Rules of the United States Court of Claims 
Rules 37 and 40 
12 28 USC, Sec 
1U 8. wv 
" Federal 
and 54(d) 


1346 
Kales, 41-2 ustc © 9785, 314 U. S. 186 
Rules of Civil Procedure, Rules 38 
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Mr. Margolis was a trial attorney with 
the Chief Counsel's Office of the 
Internal Revenue Service in New York. 
He also was special assistant to the 
Attorney General in the Tax 

Division of the Department of Justice. 


counterclaims it may have in the way of 


unpaid taxes for the years involved.” 


Now that we have generally reviewed the 
various choices open to the prospective tax 
litigant, and I must emphasize that it was 
the most general of reviews, let us examine 
the factors influencing our decision to fol- 
low one road rather than another. 


The first and probably most important 
determination to every taxpayer is the 
financing of the suit. If the taxpayer is 
without pay the tax, as in the 
usual fraud case where the tax, penalty and 
interest reach astronomical figures, or where 
depriving the business of this working capi- 
tal would be injurious to the enterprise, 
there is only one forum open, and that is 
the Tax Court, where one sues first and 
pays later.” It should be noted that if the 
is lost in the Tax Court, payment of 
the tax must be made or bond filed prior to 
appeal to the court of appeals.” However, 
taxpayers may feel that it is ad- 
vantageous to pay the tax first and sue in 
the district court or Court of Claims to earn 
their tax dollars. As tax 
counselors we could hardly advise tax- 
that this would be a wise way to 
invest their money. It may be advantageous, 
though, to pay a portion of the tax or the 
whole tax asserted to be due in a Tax Court 
after filing the petition, since this 
will stop the running of interest.” 


funds to 


case 


some 


6 per cent on 


payers 


action 


especially the client in- 
win Hence, 
roster of 


Everyone, and 


volved, wants to his lawsuit. 


fighting for this 
the questions: In which 


court does he have the best chance of prose- 


top billing on 


considerations are 


favorable conclusion? 
more 


cuting his suit to a 
Are the favorable in the 
Tax Court, the district court or Court of 
Claims? The thorough legal and 
factual research must be made during the 


90-day period in order that an intelligent 


decisious 


most 





628 USC, Sec. 1346(c); Federal Rules of Civil 
Procedure, Rule 24. 

% Code Sec. 272(a) (1). 

Code Sec. 1145. 

% Code Sec. 292(a). 
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and well-informed decision might be arrived 
at. If it makes no difference to the tax- 
payer whether the tax is paid now or later, 
the decision must, of necessity, be in favor 
of the court that promises the 
reward. 


greatest 


In many instances, however, the law is 
not settled in the trial court and may even 
be unsettled at the court of appeals level. 
In such a situation the case will in all likeli- 
hood be appealed by the government if the 
taxpayer should win, and under such cir- 
cumstances it may be wise to deliberately 
choose a losing trial forum to be assured 
of a winning appeal. Here we have un- 
believable control of venue of the appellate 
forum. In some instances we may have 
as many as three different circuits to decide 
upon. Appeals from the Tax Court go to 
the court of appeals for the circuit within 
which the tax return was filed. If no return 
was filed, appeal lies to the Court of Ap- 
peals for the District of Columbia.” Appeals 
from suits against the collector of internal 
revenue are to the court of appeals where 
he resides.” In many instances we may find 
that he is retired and is in an entirely dif- 
ferent part of the country. Appeals from 
suits against the United States are carried 
to the court of appeals of taxpayer’s resi- 
dence.” Here, again, too great emphasis 
cannot be placed upon a complete review 
of the facts and appellate law of our case 
prior to the 90-day decision. 


Closely allied with this question 
of appeal is the desirability of finality in 


the decision of the trial court. This finality 


same 


can be achieved only in the Court of Claims, 
where the only appeal is to the United 
States Supreme Court itself, by writ of 
certiorari.” Since these writs are granted 
by the Supreme Court in only the rarest 
instances, a decision by the Court of Claims 
is as near an approach as can be found toa 
final decision in the trial court. This court 
and its finality of result may be especially 
inviting in cases involving estates or cor- 
porations in dissolution, where a speedy 
final decision is desirable in order to expedite 
the winding up of the taxpayer’s affairs. 
Timing, along with the other important 
considerations, is foremost in planning a tax 
case. What does the future point to in this 
type of case? Is the development of the 





1° Code Sec. 1141(b)(1). 

2° 28 USC, Secs. 1294 and 1391. 
71 28 USC, Secs. 1294 and 1402. 
72 28 USC, Sec. 1255. 
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law favorable or less favorable? Is 
Congress working toward relief in this field 
of the law? Are the bar associations or 
the Treasury clamoring for a change? We 
cannot await the whim and caprice of the 
Congress or the courts. Our decision is to 
be made within these 90 days. If we have 
a question that has been favorably decided 
by the Tax Court and we can obtain a hear- 
ing in a large city, we should immediately 
file our petition. Today, petitions filed in 
the Tax Court should be reached for trial 
within nine months in the larger 
while in the district courts in these same 
cities the delay may run as long as two or 
three years. In the South and Midwest 
the situation appears to be in_ reverse. 
There the Tax Court calendars are rela 
tively small and the court may not reach 
our locale within a year, whereas the 
district courts are extremely current and 
our will be reached for trial imme- 
diately upon being brought to issue. Many 
times an early trial is important because of 
the age or physical condition of the wit- 
involved. Time often results in 
robbing litigants of essential documents, due 
to destruction, and necessary facts, due to 
lack of memory. 


more 


cities, 


case 


nesses 


On the 
delay in 


other hand, we may feel that 
trial is to our advantage. Ask 
any litigant who tried his family partner- 
ship case in the district court after the 
Culbertson decision,” while his fellow tax- 
payer tried it in the Tax Court just prior 
to the Culbertson case. If the future looks 
brighter than the present for our particular 
case, the opportunity for delay is almost 
endless. First, we do nothing during the 
90-day period. The tax will be assessed 
shortly thereafter. A claim for refund is 
filed years later, at which time the 
Internal Revenue Service will delay from 
three to six months before conferring with 
us. We will then have an opportunity to 


two 


review the case once more with the internal 
revenue agent, his group chief and a con- 
protest with the Appellate 
Division. This should consume about a year 
until the 


ference after 


in delay letter rejecting the claim 
is issued. From this date of rejection we 
have another two years until suit must be 
filed. Nearly five years after the 90-day 


decision we are awaiting a trial which may 


23 Culbertson v, Commissioner, 49-1 ustc § 9323, 
337 U. S. 733 

*% Code Sec. 272(e) 

*% Rules of Practice Before the 
the United States, Rule 31. 

*28 USC, Sec. 2402: Rules of the 
States Court of Claims, Rule 37 


Tax Court of 


United 


Ninety-Day Question 


still be years away because of a crowded 
court calendar. 


Another facet of this same decision to 
play for time or not is the statute of limita- 
tions. If a petition is filed with the Tax 
Court or a suit for refund commenced while 
the statute of limitations is still open on a 
further assessment for the same year, a 
small deficiency or refund suit may result, 
to counsel’s chagrin, in a larger deficiency 
than that which he started with.* Many 
tax counselors find it advantageous to settle 
their cases with the agent after a little give 
and take, giving up issues they feel are 
correct in order to reach an agreement 
with the agent on the weak issues. Then, 
when the statute of limitations has barred 
a further deficiency, but the refund statute 
of limitations is still open, suit is com- 
menced with the assurance that all that 
can be lost is the refund. At least no further 
deficiency could result. 


There are practitioners who would put at 
the top of this list of considerations to be 
weighed during the 90 days, the right to 
trial by jury. If a petition is filed with the 
Tax Court this right is waived, since the 
Tax Court hears its cases by a single judge 
who holds a hearing very similar to the 
trial in the district court without a jury.” 
If the refund road is traveled, a suit against 
the United States in either the Court of 
Claims or the district court will deprive the 
taxpayer of a jury trial.” A jury may not 
be had in suits against the United States. 
However, if suit is filed against the col- 
lector (director) of internal revenue, both 
the government and the taxpayer have the 
right to demand a jury trial.” Where the 
taxpayer has a good case on the facts or a 
complicated legal issue to be decided, most 
practitioners are prone to try their 
in any one of the forums without a jury. 
However, attorneys have 
take complicated corporate 
problems before a jury, with astonishingly 
favorable results.” 
siderable agitation 
extend the 


cases 
some been SO 
brave as to 
There has been con 
within the tax bar to 
right to jury trial to 
against the United States” and to 
the district courts, with the aid of 


U) 


suits 
allow 
a jury, 
to hear deficiency cases.* 


Along these same lines, it would be appro- 
priate to give consideration during the 

77 Federal Rules of Civil Procedure, Rules 38 
and 39 

* Onil Cote v. 
N. H.). 

2” S. 252, 83d Cong., 1st Sess. 

” H. R. 246, 83d Cong., ist Sess 


Keefe, 53-1 ustc § 9251 (DC 





90-day 


of each 


period to the ability and familiarity 
court with the tax law and tax 
litigation Ot course, the Tax Court 


other 


tries 
Today this 
group of 16 judges represents probably the 
most sophisticated 


nothing than tax 


cases 
and able body of tax 
United States deal 
with these tax questions day in and day out, 
a majority of the 


learning in the ‘They 
judges being on the bench 


over ten years and a few over 20 years 
remarkable 
‘I he 
which handles many tax cases, is 
The Court of 
Claims does not approach the volume of tax 
handled by the Tax Court, but they 
do handle such numbers of tax cases as to 


field 


other 


Kkven the new men display a 


agility and grasp of taxation Court 


of Claims, 
also very adept in this field 


CaSCS 


display an extreme 


competence in the 


Ihe various district courts, on the 


The 


Chic ago, 


hand, try few, if any, tax cases. larger 
cities, such as New York, Los 
Angeles San Francisco, try a number 
of tax cases and are fairly familiar with and 


them 


and 


competent to decide However, the 


vast of district courts throughout 


either 


majority 


the nation have tried a tax 


never 
struggled through one or two 
frank to 


like tax cases, just 


case, OT have 
These 
that they do not 
United States 


them 


admit 
as the 
attorneys do not care to try 


judges are usually 


Many tax practitioners find that the rules 
of procedure of the various courts are an 


important consideration and lay particular 
stress upon the pretrial discovery procedure 
Although the Tax Court grant the 


petitioner’s prayer for a more specific plead 


will 


ing where the government has raised an 


which does 


not adequately inform the petitioner of the 


athrmative issue in its answer 


Commissioner’s claim, and the Tax Court 


rules require the stipulate un 


about where the 


parties to 


disputed facts, that 1s 
The court 
successful in educating the 
make attempt to 


and 


court’s pretrial procedure ends 
has been highly 
trade 


tax bar to every 


Information arrive at a very compre 
facts. By contrast, 
the Rules of Civil Procedure for the District 
Courts of the United States and the Court 


of Claims set up pretrial 


hensive stipulation of 


very ¢ laborate 


interrogatories, depositions and court-spon 
sored conferences aimed at sim] lifving the 


case and narrowing the issues, Counsel in 


many instances, in and out of govern 


ment, have found these rules extremely ad 
vantageous or disadvantageous, depending 
upon which party possesses a monopoly o! 


the facts. The wide discovery rules of the 


' Rules of Practice Before the Tax Court of 
the United States, Rule 26 
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would 


assistance In a 


district 
utmost 


court certainly be of the 
fraud case where 
the Internal Revenue Service is extremely re- 
luctant to divulge 


essential facts. 


more than the minimum 


One of the lesser considerations is the 
degree of formality of the court. The Tax 
Court, especially with a few of the judges, 
tends to be slightly less formal and rigid 
than the district court. Of course, the least 
formal court is the Court of Claims, where 
the cases are heard by commissioners, who 
will usually set hearings and continue them 


from time to time at the convenience of the 
Whereas, in the district court and 


Tax Court, a case 


parties 
is tried in toto on a day 
certain, in the Court of Claims a case may 
be tried piecemeal almost at counsel’s whim 
and caprice 


Another 


on occasion 


consideration that could 
prove most important is the 
location of the trial. The district court 
allows the least freedom, the trial being held 
in the district 


minor 


where the suit is instituted. 
The Tax Court allows the petitioner almost 
complete discretion as to any one of more than 
United States.“ How 
ever, the court may deny petitioner’s motion 


50 locations in the 


for a certain locale if it would be an unjust 
burden upon the government in 
exhibits. The 


cases 


transport- 
Court of 
through 
commissioners sitting in Washington, D. C., 
but upon payment of their expenses, these 
will throughout the 


ing witnesses or 


Claims normally hears its 


commissioners travel 


country 


The last of the many 90-day considera- 
tions, but the 
at the time of suit, is with 
settle The settlement procedure 
for district court and Court of Claims cases 
is identical 


one foremost in our minds 


whom we will 


this case. 


Both cases are handled by the 
of Justice with the Attorney 
having full authority to com- 
promise the case.” It should be 
at the outset, cases are 


Department 
General 
explained 
“compromised” in 
the Department of Justice while they are 
“settled” in the Internal Revenue 
The effect is the same, but the terminology 


Service 


distinctive. In order to compromise a dis 
trict court or Court of Claims case in the 
Department of Justice, the first step would 
with the trial attorney 
Washington, D. C 
and, perhaps, a second conference with him 
and the representative of the Chief Coun- 
Should 


be a_ conference 


handling the case in 


sel’s Office, Internal Revenue Service 


a basis for compromise be reached with the 


* Code Sec. 3761. 
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trial attorney, a written offer in compromise 
must be formally submitted in writing to 
the Assistant Attorney General, Tax Divi- 
sion, Department of Justice. The offer is 
then forwarded to the Civil Division of the 
Chief Counsel’s Office of the Internal Reve 

many instances it 
may again be forwarded to the director of 
internal revenue in the field office 
The director in the 
forward his 


nue Service, where in 
where 
the case field 
office will recommendation to 
the Chief Counsel, who in turn makes an 
independent determination 
tion. 


arose. 


and recommenda 
Both are then forwarded to the trial 
attorney in the Tax Division, Department 
of Justice. He makes a further independent 
determination in the form of a direct recom 
mendation to the Assistant 
eral in favor of or acceptance of 
the offer. His recommendation is extensively 
developed in a factual and legal memo- 
randum resembling a brief. The case is then 
forwarded to the Section of 
the Tax Division where it is again reviewed 
and another independent 
recommendation drawn up 
promise Section of the 
files Assistant 
As we can see, it is a gross 
that the com- 
promise procedure is extremely difficult and 
frustratingly time 
the complications 


Attorney Gen 
against 


Compromise 


evaluation and 
From the Com- 
Tax Division the 
go to the Attorney General 
for final action 
understatement to observe 
view of 
presented by this pro 
cedure, last-minute compromises are nearly 
impossible unless the 


consuming. In 


trial is continued. 
Nor can any practitioner be reasonably sure 
that his offer has either been accepted or 
rejected until that last set of initials is affixed 
and the letter of acceptance 1s received from 
the Attorney It must be remembered 
that the of Justice will not 
open negotiations toward a settlement; it is 


General. 
Department 


up to counsel to fire the opening round 


By contrast, where suit has been com 


menced in the Tax Court, all settlements 


are handled 
Service 


within the Internal Revenue 
itself in the field. If the taxpayer 
has not had a conference with the Appel 
late Division (Staff) prior to the, 90-day 
letter, he will receive a letter or telephone 
call at least six weeks prior to trial inviting 
him to talk settlement with the “Staff” and 
appellate counsel at a local field office. If a 
conference has been availed of with the 
“Staff” prior to the 90-day letter, then the 
appellate counsel will contact the taxpayer’s 
attorney to request a stipulation of facts 
In effect, this is another informal invitation 
to come in and not only discuss a stipula 
tion, but also talk settlement. In either 
situation, settlement is discussed with both 
a technical advisor of the Appellate Division 
and a trial attorney of the appellate coun 
sel’s office. 


men ona 


If counsel agrees with these two 
settlement around a conference 
table, approval by the heads of their respec 
tive offices should in instances be 
\ rather 
negligible number of cases are not approved 
by the respective heads. 
known by 


most 
forthcoming in a matter of days. 
But, again, this is 
counsel in a matter of days. No 
communication to Washington is necessary 
When time is of the essence and trial is at 
hand, a case may often be settled in a day 
or even in hours. However, this last-minute 
procedure is frowned upon by all concerned 

That 
90-day notice of 
the Commissioner of 


question, “IT have just received a 
deficiency from 
Internal Revenue; shall 
I petition the Tax Court or shall I pay the 
tax and sue for refund in the district 
or Court of Claims?” of 
answer. We 
writing 

But to answer it so 


enabled us to 


Statutory 


court 
course, has no 

knew that 
this memorandum 


would not 


categorical when 
we commenced 
have 
difficult, 


factors to be 


soon 
review the many 
challenging 
researched, studied and 


all-too-fleeting 90 days 


troublesome, yet 


weighed in those 


[The End] 


TAX ASPECTS OF NONQUALIFIED PENSION AND DEFERRED 
PAYMENT PLANS—Continued from page 619 


flict with the tax interests of the executive. 
The employer would like to obtain a present 
deduction for included in 
gross income by the executive in some more 


distant future 


payments to be 


year It is 
that the 
strenuously 


or less not sur- 
Commissioner 


resist 


prising, therefore, 
will 


ductibility 


usually present de- 


to the employer where the em- 


ployee is not taxed until some future time 


2 See ‘‘Taxing Executives’ Compensation,’ 
Proceedings of National Tax Association (1949), 
p. 37. 


Ninety-Day Question 


It is just that synchronization which is un 
They want 
deduc 
acceleration 


attractive to many employers.” 
rather than 
they 


they are not interested 


to accelerate postpone 


tions, and if cannot get 
in entering into de 
ferred-payment arrangements That, in some 
measure at least, may explain why there are 
numerous shifts in executive personnel from 


one employer to another [The End] 





General Law 
and Liability 


By ERNEST R. MORTENSON 


Attorney, 


Pasadena, California 


Are 


DIRECTORS of Internal 
indicated that 
they will pursue a program of personal as- 
sessment 


| ISTRICT 


Revenue have recently 


against insolvent ot 
defunet corporations who have willfully failed 
to pay the 
portatron, 


othcers ol 


withholding, 
other 


corporation trans 


and federal 


social security 
fairly 
able its 
purpose of this article is 
the 


tempted to use 


taxes In some 


recent cases the gov 


been to make 


The 


some ot 


has 
stick 
to point 


ernment 


assess- 
ments 


out 


hazards faced by 


otheers who are 


federal tax 
money tor corporation or personal purposes 


One ot the « 


failure 


ommonest causes of difficulty 


is the to pay over withholding taxes 
the withholding 


is actually 


In some cases 
the 


portion ot 
wages segregated; in others 


both 


In any 


it is a failure 
to withhold and to pay over the tax 
event the 


trouble 


At the the corporation liability 
must be distinguished from the personal lia- 
bility of the officer. The principal sections 
of the Internal Revenue 
apply to 
the 
may 


not, Sometimes there is 


responsible officer may be in for 


outset, 


Code here discussed 
which 
the 
transteree or 


assessments 


personal can 


reach individual officer. 
Lhere other lia 


bility, which proceedings involve other sec 


assets ol 


also be 


tions of the Code. The two principal sections 
invoked are 26 USC 

171&(c).’ In this crazyquilt 
pattern of sanctions, Section 2707(a) seems 
to be 
ment 


now being 


2707 (a) 


Sections 
and 


seized upon most often for 


purposes, Quaintly enough, this sec- 
tion is classified in the 1939 Code under the 


entorce 


subchapter bearing the horrendous title “Pistols 


' These sections 
proposed Internal 


have been carried into the 
tevenue Code of 1954 with- 
out material change. As the committee report 
states “This section (6672] is similar to cer- 
tain sections of existing law which prescribe a 
penalty equal to the total amount of the tax 
evaded, not collected, or not accounted for and 
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Officers Personally 


and Revolvers.” During the Topsy-growth 
of the Code, Section 2707 has been incor- 
porated by reference to apply to other 
taxes such as excise, withholding and social 
security. Section 1718(c), which has a word 
similar to that of 

entorcement 
Both 
per cent 
the tax 
to collect or 


ing Section 2707(a), is 


used as an weapon for other 


types of taxes. of these sections 
100 


amount ol 


1m 
the 
corporation 

the 


pose a civil penalty on 


the 
over to 


W hich 


fails 


pay director 


ot internal revenue. 


Assuming there is no “attempt in any 
manner to evade or defeat” the tax, the key 
the “willfully fails to 
collect, or account tor 
the (Italics supplied ) 


the sections 


words in sections are 
truthfully 


tax 


pay, 
pay 
note 


and 
We 
“person” as 
“an officer or employee ota 
poration, or a member or 
partnership, who . . . is 


over” 
that 
including 


define 
cot 
employee ot a 
under a duty to 
perform the act in respect of which the vio- 
lation occurs.” Most of the difficulty in tax 
administration in this field arises from the 
fact that there is, as yet, no accurate judicial 
definition of the “willful” as 


these sections.’ 


word used in 
In the 


sought 


cases where the tax 
the 
dicta contained in the two crim- 
Spies and Murdock (below) 
commonly resorted to in the 
search for a semantic cure for the legislative 
ambiguity. In the much publicized Kellems 
case (Kellems v. U. S., 51-1 uste § 9280, 97 F. 
Supp. 681 (DC Conn.)), the 
peculiar type of problem to solve 
makes the distinguishable 


have 
the 


cases of 


pavers clarification by 


courts, 


inal 


have been 


had a 
which 
from the 


court 
case 


paid over, in the case of willful failure to 
collect, or to truthfully account for and pay 
over, any tax imposed by this title, or willful 
attempt in any manner to evade or defeat such 
tax.”’ 

* For the Treasury Department interpretation 
of the word ‘‘willful,’’ see Rev. Rul. 54-158 
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The Taxpayer Must Fight the Battle of 
Semantics over ‘Willful’ with His Hands Tied 
Behind His Back, Says the Author 


Liable for Unpaid Corporation Taxes? 


other withholding tax cases discussed herein. 
Perhaps Paddock v. Siemoneit, decided by 
the Supreme Court of Texas in 1949 (49-1 
ustc § 9202, 218 S. W. (2d) 428), suggests 
most clearly the judicial which 
may well be anticipated as assessments in- 
The Siemoneit Drilling 
Company, Inc., went bankrupt, owing sev- 
eral thousand dollars in withholding taxes. 
Later a 100 per cent penalty under Section 


struggles 


crease in this field. 


2707(a) was assessed against Siemoneit, the 
corporation president, and his wife person- 
ally for the amount of the tax. Liens were 
duly filed against the Siemoneits’ property, 
including their homestead. After trial the 
court sustained the 100 per cent penalty 
Siemoneit but denied it as to the 
wife. It found the United States to be en 
titled to the lien on the homestead. On 
appeal to the Texas Court of Civil Appeals 
the trial court was reversed. 
United States, 


agaist 


However, the 
as intervenor, On appeal to 
the Supreme Court of Texas, was successful 
in having the penalty reinstated, With re- 
gard to the homestead, the lien was held 
good only as to the husband’s interest in 
the property. After Spies, 
Vurdock and other federal the court 
pointed out that the “willful” had 
different The observation 
that adduced in the 
did not show that the Siemoneit corporation 
“could not have 


reviewing the 
cases, 
word 
many meanings 


was made proo! case 


paid the taxes when they 


were due.’ 


In the Haynes case (In re Haynes, 49-2 
7 9493, 88 F. Supp. 379) the United 
States District Court in Kansas, also rely- 
ing principally upon criminal cases decided 
in the Supreme Court, held that Haynes, 
a bankrupt, was liable for a 100 per cent 
penalty imposed under Section 2707(a) for 
failure to pay over withholding taxes owed 


UST¢ 


by a corporation of which he was president 


Unpaid Corporation Taxes 


In its opinion the court noted that the evi- 
dence was indefinite as to whether the cor- 
poration had the 


its possessi yn 


withholding taxes under 
and control but presumed 
that since the corporation met its payroll 
it had such taxes in the possession 
under the control of the officers. 


and 


It might be observed that in the Haynes 
case the referee in bankruptcy was upheld 
on his finding that the act was “willful” and 
the highest court of Texas sustained the 
trial that Siemoneit was 
liable for the penalty on the ground there 
was a “deliberate, intentional failure to pay 
taxes when due.” In the latter case the 
Court of Civil Appeals, in reversing the 
trial court, relied heavily upon Felton v., 
U. S., 96 U. S. 699, where the Supreme Court 
said that in addition to being voluntary the 
act must be with “a bad purpose.” This 
interpretation of the Felton case the Texas 
Supreme Court refused to sustain, resting 
its decision primarily upon the dicta con- 
tained in more recent United States Supreme 
Court In analyzing the opinions in 
the criminal cases of Spies v. U. S., 43-1 ustc 
{ 9243, 317 U. S. 492, and U. S. v. Murdock, 
3 ustc § 1194, 290 U. S. 389, it concluded 
that the word “willful” had a different mean- 
ing in subsection (a) of Section 2707 than 
in the subsections imposing criminal penal- 
(Cf. U. S. uv. Manning, United States 
District Court, Northern District, California, 
No. 31075-H, a withholding tax case prose- 
cuted under Section 2707(b).) Perhaps the 
most significant part of the opinion on the 
issue of willfulness related to the apparent 
ability of the corporation to pay the taxes 
when due; to the fact that the money was 
used for its own purposes; and to the find- 


court’s finding 


cases, 


ties. 


ing that such choice “was knowing, deliber- 
ate and intentional, and with full realization 
that the law was being violated.” 
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Mr. Mortenson formerly was an 
attorney, Office of Chief Counsel, 
internal Revenue Service, and 
Special Assistant to the Attorney 
General, Tax Division, Department of 
Justice, Washington, D. C. 


In predicting the future trend of decisions 
in this field, it is well to bear in mind that 
most of the opinions which justify the reach 
of the district into the private 
pockets of corporation officers are products 
of bankruptcy Definitive deci- 
sions can be expected in future cases where 
the facts bearing on the 


director 
situations. 


issue of willfulness 
are more sharply delineated. 

Meanwhile, the troubled taxpayer must 
fight the battle of semantics over the word 
“willful” with his tied his 
back. The “gimmick” in the the 
provision that the penalty shall be assessed 
and collected “in the same manner as taxes 
are and collected.” Since there is 
no provision for appeal of the proposed as 
sessment to the Tax Court, the taxpayer 
must pay first and then litigate. In a typical 
situation the penalty is added to the assess- 


behind 
Code 1S 


hands 


ass¢ ssed 


ment rolls as a tax, liens follow the nonpay- 


ment, and 


notices of levy 


and warrant of 
In cases where the tax- 
the tax he must wait 
until a claim for refund is processed before 


file a complaint in the United States 


distraint are issued, 


payer is able to pay 


he can 


GETTING FINANCIAL HOUSE IN 
At the 


wetting 


federal level have 


out 


we been 


financial house in order, 
Secretary of the Treasury 
recently the National 
Improvement 
part to the tact 
year’s deficit of $9.4 billion 
$3.3 billion as oft 


the fiscal year just ended 


said Unde1 
Folsom before 
Council for Community 


This is due in good 
that last 
has been reduced to 
In addition, 
expenses have been re duced $7 billion 
this with 
prospect lor 
the past year 


billion 


duction in 


VCal another $5 billion inl 


next lax cuts over 
amounted to $6 


dollar re 


year 
have 
the 

taxes in 


greatest 


One vear In oul 


country’s history,” he said 


No reduction has been made in the 
$3 billion grant-in-aid contributions for 
the state and local governments. Twenty 
five 


vears ago all federal aids to state 
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district court 
he may have 


And then, if he wins the trial 

to look forward to an appeal 
to the circuit court of appeals. 

Perhaps it would be best not to darken 
this bleak picture by mentioning Section 
3612(d)(2), which the regulations interpret 
as imposing a 50 per cent penalty on “the 
total tax due for the entire period involved, 
including any tax previously paid” where a 
false and fraudulent return is filed—that is, 
if the total withholding tax for the period 
is $5,000 and $500 is fraudulently omitted 
from the returns, the civil penalty could be 
$2,500. It is interesting to note that Section 
6653(b) of the proposed 1954 Code imposes 
the 50 per cent penalty on the “underpay 
ment” of the tax, not “the total tax due.” 

Note, that Section 3661 provides 
that a tax collected or withheld from “any 
other person” is a “special fund in trust 
the United States.” This section has 
been carried into the 1954 proposed Code 
as Section 7501 without 


also, 


for 
material change 
Generally speaking, the collection officers 
have been saving the drastic penalty sec 
tions for the corporation officers who have 
been playing cat and mouse with the Treas- 
ury agents. However, there has recently 
been an increase in activity in the collection 
field which will eventually mean 
number of penalty assessments. 
delinquent 


a larger 
Here the 
may find 
themselves treading a dim path of litigation 
which gets its main illumination from the 
light reflected by the Spies and Murdock 
dicta. [The End] 


corporation officers 


ORDER, SAYS FOLSOM 


and local government totaled less than 
$200 million. 


This grants-in 
aid, Folsom said, is a very important 
part of the work of the 
Intergovernmental 


whole question ot 


Commission 


on Relations: 


“All of us on the Commission agree 
that it is have an objective 
appraisal of this whole system to see 
what should be done with it—to find 
out, first, whether the functions 
really what 
ment 


time to 


are 
necessary; 
best 


level of govern 


can perform these func- 


tions; and, assuming we must con 


tinue 
what 


some grant-in-aid 


programs, 
is the best formula we 


can work out to do it on a basis fait 


type ot 


to the States, the local governments, 


and Federal combined.” 
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Tax 
Policy 


Confusion Reigns Supreme When a Decision Prefaced 


with ‘‘in the Circumstances’ Is Extended and 


Applied to Entirely Different Sets of Circumstances 


The “Dixie Pine’ Muddle 


By SIDNEY GELFAND, Tax Consultant, New York City 


Bese OPINION of the Supreme Court 
in Dixte Pine Products Company v. Com 
missioner, 44-1 ustrc § 9127, 320 U. S. 516, is 
an outstanding example of a decision based 
on the particular of a situation instead of a 
decision based on the generic principles of 
law. Asa result, there has evolved a mass 
of contradictions in decisions and writings, 
and confusion reigns supreme. 


One of the earliest legal landmarks per- 
taining to time of accrual of taxes is the 
Supreme Court decision in U 
et al 9 


S. v. Anderson 
1 ustc ¥ 155, 269 U. S. 442 (1926). In 
that case, the Court had for determination 
the time of accrual of federal taxes on mu- 
nitions manufactured and sold. The Court 
held that the purpose of Sections 12(a) and 
13(d) of the Revenue Act of 1916 was: 


“ 


to enable taxpayers to keep thei 
books and make their returns according to 
scientific accounting principles, by 


charg- 
ing against 


income earned during the tax- 
able period, the expenses incurred in and 
properly attributable to the process of earning 
income during that period; 


“The appellee’s true income for the year 
1916 could not have been determined with- 
out deducting from its gross income for the 
year the total cost and expenses attributable 
to the production of that during 
the year. The reserve for munitions taxes 
set up on its books for 1916 must have been 
deducted from 
sold in that 


income 


receivables for munitions 
year before the net results of 
the operations for the year could be ascer 


tained. 


“Only a word need be said with reference 
to the contention that the tax upon muni 
tions manufactured and sold in 1916 did not 
accrue until 1917. Ina technical legal sense 
it may be argued that a tax does not accrue 


until it has been assessed and becomes due; 


“Dixie Pine’’ Muddle 


but it is also true 
assessment of a 


that in advance of the 
tax, all the events may 
occur which fix the amount of the tax and 
determine the liability of the taxpayer to 
pay it. In this respect for purposes of ac- 
counting and ascertaining true income for an 
accounting period, the munitions tax here in 
question did not stand on any different foot- 
ing than other accrued expenses appearing 
on the appellee’s books. In the economic 
and bookkeeping sense with which the statute 
and Treasury decision were concerned, the 
taxes had accrued.” (Italics supplied.) 


One often wonders how such a rational 
and erudite expression of tax philosophy by 
Chief Justice Harlan Stone became side- 
tracked in subsequent decisions of the vari- 
ous courts. In U.S 
set forth 


taxpayers 


uv. Anderson, the Court 
two basic principles for which 
and the accounting profession 
find it necessary to petition Congress today 


(1) Books records should be kept 
and tax returns filed according to scientific 
accounting principles. 


and 


(2) The tax statute is not concerned with 
the technical legal sense of accrual but with 
the imposing of tax on true economic income 
S. uv. Anderson, the Supreme 


Court unanimously reiterated its position of 
taxing true 


Citing U 
economic income to accrual 
basis taxpayers and rejecting the legal tech 
nicality of time of accrual in Fawcus Ma 
chine Company v. U. S., 5 ustre § 1518, 282 
U.S. 375 (1931). In that case, the taxpayer 
argued that federal income taxes on 1918 
income did not accrue until 1919 for the 
purpose of determining its invested capital 
at January b, 1919, to be used in computing 
the excess profits tax The taxpayer 
that the Revenue Act of 1918, 
which was applicable, was not passed until 
February, 1919. 


stressed 
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The Supreme Court held that the policy 
of the United States with regard to income 
taxes is continuous and 
by taxpayers 


was so understood 
Was a prior income 
tax act; and since taxpayer’s books were 


There 


kept on an accrual basis, it was necessary 


to readjust its accounts to include the taxes 
imposed in February, 1919, “in order clearly 
to reflect the income for 1918.” 
plied ) 


(Italics sup 


It is important to note that not only did 
the Supreme Court hold that the tax on 
1918 income had accrued in 1918, but it also 
held that the accrual 


should be computed 
according to the 


Act of 1918 (con- 
changes in law as 


Revenue 


taining various 


well as 
rates), which was not adopted until Febru- 
ary, 1919 Although § the 
Machine Company v. U.S 
from those in LU. S. z 


the events to fix the 


Fawceus 
differed materially 
Anderson, in that all 
amount of the tax and 
to determine the liability 
the Court apparently 
with its 


tacts in 


had not occurred, 


was more concerned 


enunciated principles of accruing 
expenses or taxes attributable to the income, 


and taxing true economic income. 


In the light of these decisions and their 
underlying principles which had penetrated 
to, and permeated, the 
accounting, 
Dixie Pine 
sioner is 


very roots ol tax 
the Supreme Court’s opinion in 
Products Company v 

indeed unfortunate in its 


although not in the 


Commis- 
expres- 
result In that 
case, Mississippi taxing authorities in 1936 
declared that a solvent used by petitioner in 


sion, 


its business was gasoline and was subject 
to State tax on its use 
and in the 
enjom future 
it rhe commissioner de 
murred to petitioner's bill of complaint and 
was sustained in the chancery court \n 
appeal taken by the taxpayer to the 
Supreme Court of Mississippi, which court 
1937, held that “the solvent 

within the 
gasoline upon which a tax is imposed.” 


Petitioner paid the 


tax, same Veart 


brought suit to 


collections of the tax against 
motor vehicle 


Was 
on January 27, 


does not come definition oft 


There 
after, the taxpayer refused to pay any gaso- 
line tax on the used by it. The 
motor vehicle commissioner, however, con- 
taxes of $21,000 in 
Was 


solvent 


tinued to assess gasoline 
1937, amount accrued on the 
books of the taxpayer but never paid by it 
The state court entered a final decree pet 
petually enjoining the collection of 
1938. Che 

included $21,000 in 


which 


the tax 
there 
1938. 


in December, 
upon 


The Commissioner of 
disallowed the 


taxpayer 
imcome tor 


Internal Revenue 


deduction for the accrued 


1 CCH Dec 
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gasoline taxes in 1937 and was sustained by 
the Board of Tax Appeals, the United 
States Court of Appeals for the Fifth Cir- 
cuit* and the Supreme Court. The gist 
of the Supreme Court’s opinion is contained 
in ten lines: 


“Here the taxpayer was strenuously con- 
testing liability in the courts and, at the 
same time, deducting the amount of the 
tax, on the theory that the state’s exaction 
constituted a fixed and certain liability 
This it could not do. It must, in the cir- 
cumstances, await the event of the state 
court litigation and might claim a deduction 
only for the taxable year in which its ha- 


bility for the tax was finally adjudicated.” 


To what extent the facts in the case, pat 
ticularly the court's decision that no 
gasoline tax had ever been due, affected the 
wording of the opinion of the 
Court is hard to say 


State 


Supreme 
Undoubtedly it must 

Does the decision 
stand for the proposition that every time a 
taxpayer doesn’t agree that a liability is due, 
said liability doesn’t accrue? 
number of 


have played some part 


Apparently a 
courts have thought so. How 
simpler was the approach 
when Judge Murdock said 


much board's 


“It [the gasoline tax] is not a case of an 
unconstitutional tax, but 
thinking that a taxing 
petitioner. 


mistake in 
act applied to this 
The tax was never due and 
the efforts to collect it 


one ot 


were all a mistake, 
as the [state] Court finally decided the law 
did not apply.” 


Thus, the board (now the Tax Court) 
adopted the commonly accepted legal prin- 
ciple that a court’s interpretation of a law 
is retroactive to the act in dispute and not 
prospective from the date of decision, Such 
a principle is readily understood, simple to 
administer and relatively free of complications 


Dixie Pine 


© oMlisstoner 


Since the 
Products referred 
with approval to its prior decision in UL’. S 
uv. Anderson, it that the Court 
facts that the Mississippi 


Supreme Court in 


Company v 


may be 
influenced by the 
Supreme Court, 


Was 


as early as January, 1937, 
enjoined the collection of the 
the motor vehicle commissioner was doubt 
ful about his right to collect the tax; 
the taxpayer's position was finally 
in that no tax was due 


gasoline tax; 
and 
upheld, 
In other words, the 
gasoline tax liability was contingent 
than real and did not Support for 
this thesis may be gleaned from the Court’s 
statement “and this [fixing of liability] can- 
not be the case where the liability is contin 


more 
accrue 


243-1 ustc § 9329, 134 F. (2d) 273. 
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gent and is contested by the taxpayer” and 
from the fact that the Court’s statement 
that deduction could be claimed only in the 
taxable vear liability for the tax was finally 
adjudicated was prefaced with “in the cir 
cumstances.” (Italics supplied. ) 


To adopt the alternative principle—that a 
liability which does not 
accrue, even if subsequently determined to 
be due presents 


is being contested 


innumerable problems 


often leading to absurd conclusions. 


For instance, what is meant by the word 


“contested”? Does it only refer to court 


litigation or does it encompass disputes 


before official administrative bodies, such as 
tax commissions, 


boards, etc.? 


and hour boards, 
Does the 
unresolved 


wage 
word 
differ 
ences of opinion between the parties to an 
issue? If the 


arbitration 


“contested” extend to 


meaning of “contested” is 
limited to court action, how does a taxpayer 
know at the end of a taxable vear that an 
item in dispute is or is not going to result 
In court action ¢ 


Since court action is not 
disputed 


deduction to be 


instituted at 
item at first be 


1 
once, would the 


allowable reversed and in 
cluded in income in a subsequent year when 
court action 1s instituted and then perhaps 
allowed as a deduction court dete 
Obviously, the answer 
and the 


tested” must include dispute at other levels 


when 
mination is made 


must be “no” 


meaning ot “con 


where the liability is not acknowledged 


But such an interpretation could lead to 


tax chaos It would 


permit taxpayers to 
shift 


year to veart 
their 


costs and expenses trom 
practically at 
able to 
geously For 


whim, depending on 


be Wie 


use the deduction advanta- 


example, an assessment ot 
taxes 1S 1952 for 
1949, corporation recog- 
nizes the tax liability but does not want the 
deduction in 1949, which would mean a 38 
per cent tax saving but a reduced 
profits credit. So the corporation 
to acknowledge 


eXCis¢ made in 


calendar 


yea ‘Taxpayer 


excess 
refuses 
the liability for excise taxes 
but subsequently 
1953, 


concedes its liability in 
obtaining a deduction at an &2 per 
rate and the benefit of a higher excess 
profits credit. This illustration could be 


extended to innumerable business situations 


cent 


involving employees’ wages, accounts pay- 


able to cre ditors, etc. 


The effect of such reasoning is to put an 
accrual-basis taxpayer on a cash basis for 
any item he chooses to say “I do not owe.” 
This is going a long way from U. S. v. An 
derson 


“Dixie Pine’’ Muddle 


Robert Reis & Company 


While the facts in Dtrie Pine Products 
Company v. Commissioner pertained to the 
time of accrual of a deduction in computing 
the income tax liability, the principle of 
time of accrual has also been applied by 
the Tax Court in Robert Rets & Company, 
CCH Dec. 19,643, 20 TC 294, for excess 
profits taxes under Section 122(d)(6) in 
computing an operating loss carry-back In 
that case, the petitioner contested the asser- 
tion of deficiencies in excess profits taxes 
for 1943 and 1944 and did not agree to any 
part thereof until 1949 
was reached and _ petitioner paid 
$60,000 to the collector. The Tax 
citing Dixie Pine Products Company v. Com 
misstoner and Commissioner v. Security Flour 
Mills Company, 44-1 uste § 9219, 321 U. S. 
281, held that the excess profits taxes for 
1943 and 1944 did not until 1949 
(when the contest abandoned), and 
permitted the taxpayer to take a deduction 
for said excess profits tax in computing the 
operating loss carry-back 


when a settlement 
some 


Court, 


accrue 
Was 


Stern Brothers & Company 


Compare this decision with the Tax Court's 
holding in Stern Brothers & Company, CCH 
Dec. 18,103, 16 TC In that case, peti 
tioner was 


295. 
contesting proposed additional 
profits taxes for 1942-1944 
the Tax Court, but the Commissioner had 
accrued the proposed additional 
determining the excess profits 
on invested capital for the 
in the very proceeding. Petitioner contended, 
under Dixte Pine Products Company and 
Security Flour Mills Company, that the excess 
profits tax for 1942-1944 would not accrue 
until litigation of the issue was completed. 


The Court held 
profits taxes in dispute 


excess before 
taxes in 
credit 
involved 


based 


years 


that the 
accrued at 


Tax excess 


the end 


of each year in which the income was 


earned, stating 


“To 


income 


effectuate the 
and 


adjustment, 
must be 
accrued by an accrual basis taxpayer in the 
year they 
liability therefor 
tainable in 


required 


excess profits 


taxes 
whether its 
became definite and ascer 
amount in that year or 
The fact that liability for 
taxes is contested 


arose regardless ot 


a sub 
sequent year 
both does not 
postpone accrual of liability to a later year 
To hold otherwise invoke the rule 
that a contested tax is accruable only in 
a taxable year when liability is finally de 
termined would completely defeat the pur 


pose ot the Thus by 


either or 


and 


Regulation simply 
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contesting liability for income and excess 
profits taxes a taxpayer could postpone thei 
accrual until after the year in which they 
arose, and its accumulated earnings and 
profits for the succeeding year would never 


be diminished by the amount of these taxes.” 


While the was rendered 
prior to that in Robert Reis & Company, the 
latter should not be considered a 
reversal of principles enunciated in Stern 
Brothers & Company, for the Stern Brothers 
decision cited, and the principles 
therein reiterated, in Ultch Lumber Company, 
CCH Dec. 20,046, 21 TC —, No. 45 


above decision 


decision 


has been 


How, then, does the Tax Court reconcile 
these two decisions? According to the Tax 
Court, the distinguishing factor is whether 
the disputed tax is to be claimed 
ductible expense in computing net income. 
If the accrual “results in no deductible ex 
pense in computing taxable income,” the tax 
accrues for the imposed; but if it is 
deduction, the tax 
contest 


as a de 


ycecal 
claimed as a accrues in 
the year is determined or abandoned 
Thus, in a case similar to Stern Brothers « 
Company, the same excess profits tax liabil 
ity can two different times: the 
year for which imposed and the year deter 


mined 


accrue at 


How weird can tax interpretations 
become? It seems to be the fairy 
there at the 


tale case 


of being here and 


same time 


Let us examine what happens when the 
Dixie Pine decision as interpreted by the 
lower courts is applied to other tax situa 
tions. Suppose filed its tax 
1940, showing the following 


a corpe ration 
returns for 


Normal tax net income $100,000 


Income tax 24,000 


Balance 76,000 
Excess profits credit and 

exemption 51,000 
$ 25,000 
$ 6,500 


Subject to excess profits tax 
Excess profits tax 


The Commissioner determines additional 
$50,000, which is contested by 
the taxpayer, who finally admits to the lia- 
bility in 1949. Ordinarily, one would expect 


both the income and excess profits tax to 


income ol 


accrue in the same year; but let us see what 


the result is under 


lower-court in 
terpretation of Dixte Pine Products Company 


present 


Since the income tax in 1940 was an al- 
lowable deduction in computing the excess 
profits tax, under Robert Reis & Company, 


the income tax 1949 the 
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liability was admitted. The excess profits 
tax net income is also increased by $50,000, 
but the additional income tax might not be 
allowed as a deduction since it did not ac- 
crue until 1949. However, in determining 
the excess profits credit based on invested 
capital, the income tax deficiency is consid 
ered to have Thus, in the two 
instances where the deficiency in income tax 
is used in determining the excess profits 
tax, opposite positions are taken. The con- 
tested excess profits tax liability which was 
part of the same proceeding, not being used 
in the given instance as a deduction, would 
accrue in 1940. Under such interpretation 
and in many other instances, taxpayers would 
be forced to their right to contest 
liabilities in order not to lose their right to 


accrued 


torgo 


deductions in the year to which the expenses 
truly apply. Surely neither nor 
the courts intended such a condition to prevail 


Congress 


Sections 102 and 500 Net Income 


Another tax situation calling for clarifica 
result of the Dixte Pine decision 
pertains to Sections 102 and 500 net income 
Section 102(d)(1)(A) provides for the de 
duction of federal income and excess profits 
taxes “paid or 


tion aS a 


taxable 
Commissioner ce 


accrued during the 
Assume that the 
termines in 1954 additional taxable income 
of $100,000 for the 1951 year and a defi- 
ciency in income and excess profits taxes 
of $82,000. Let us further assume that the 
taxpayer has accumulated surplus beyond 
the reasonable needs of the and 
contests the proposed deficiencies of $82,000, 
which are sustained in 1955. Does that tax- 
payer have to pay a Section 102 surtax on 
$100,000 or $18,000? If the lower court’s 
interpretation of Dixie Pine Products Com 
pany prevailed, the Section 102 surtax would 
be $27,500 based on $100,000 Section 102 
income, although taxpayer actually is accu 
mulating only $18,000; and the invested cap 
ital for 1952 excess profits tax credit would 


” 
year 


business 


reflect a decrease of $9,500, the Section 102 


surtax of $27,500 and income and 
$82,000 being 
accrued at December 31, 1951, 


with Stern Brothers & 


excess 


profits taxes of considered 


in accordance 
Company 


The absurdity—as well as the inequity 


of such a situation is apparent. Contrast 
such a situation with the effort of the United 
States District Court for the Southern Dis 
trict of New York to prevent an inequity 
in the computation of 
come in Stevens, Inc. v 


§ 9562, 115 F. Supp. 310 


Section 102 net in 


Johnson, 53-2 ust 


In that case, peti 
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tioner (on a cash basis) was subject to a 
Section 102 surtax for 1946. Its ordinary 
income tax liability on 1946 income was 
$726,000 plus, which was paid in 1947. The 
Commissioner assessed a Section 102 surtax 
deficiency, without allowing the 1946 in 
1947 as a deduction in 
computing Section 102 net income since tax- 


come tax paid in 
payer was on a cash basis. The court recog 
nized that although taxpayer was on a cash 
basis, it was not reasonable to expect it to 
pay out as dividends that amount needed 
to pay the 1946 income taxes in 1947, 


The principles applicable and problems at- 
tendant to Section 102 surtax are equally 
present with respect to Section 500 surtax 
on personal holding companies. How is a 
personal holding corporation which contests 
and loses an income tax determination going 
to be able to avoid paying a Section 500 
surtax on the additional income tax liability? 
Section 505 net income as well as ordinary 
net income will be increased by a subse- 
quent determination of disputed items, but 
since the ordinary income tax has not accrued 
in the year income was earned, according 
to Robert Reis & Company no deduction will 
be allowed in computing 
income 


Section 505 net 
Yet, if no deduction is allowed for 
the contested additional income taxes against 
the income upon which it is based, how is 
holding 
pay an 85 per cent Section 500 surtax and 
still pay the 
additional income taxes of 52 per cent? 


a personal corporation ‘going to 


have the financial means to 


In Commissioner v. Clarion Oil Company, 
45-1 usrce J 9218, 148 F. (2d) 671, the United 
States Court of Appeals for the District of 
Columbia, taking a practical approach to 
Section 500 
needed to pay 


the problem of how to pay a 


surtax on income income 
taxes due in a following year by a cash-basis 
taxpayer, held that the deduction for income 
taxes “paid or accrued” was not limited to 
that a 
cash-basis taxpayer could deduct the amount 


of income taxes accrued. 


the basis of reporting income but 


This reasoning of the Court of Appeals 
for the District of Columbia was adopted 
by the Second Circuit, in Aramo-Stiftung 2 
49-] 7 9205, 172 F. (2d) 
896, and subsequently by the Tax Court in 
Lemp Brewing Company, CCH Dec. 19,050, 
18 TC But 
pretation will not be of much benefit in in 


Commissioner, UST( 


586. such ameliorating inter 


stances where contested income taxes ar¢ 


deemed not accrued, pursuant to Dixte Pine 
Products Company 7 


‘Dixie Pine’’ Muddle 


Commissioner 


‘Commissioner. In 


Effect upon Gross Income 
as Distinguished from Deductions 


Another facet of the Supreme Court Dixie 
Pine decision is its effect upon gross income 
as distinguished from deductions. 
a corporation 


Assume 
1941 


filed its tax 
showing the following: 


returns for 


Excess profits net income 
Excess profits credit and 
exemption 


$400,000 


150,000 


Adjusted excess profits net 

income $250,000 
$116,500 
$283,500 


$ 87,635 


The taxpayer subsequently files claims for 
refund of income and excess profits tax in 
1944, alleging overstatement of income by 
$150,000, which claims are rejected by the 
1952, the taxpayer wins 
his argument. Ordinarily the revised tax 
liabilities would be as follows: 


Excess profits tax 
Normal tax net income 
Normal tax and surtax 


Excess profits net income 
Excess profits credit and 
exemption 


$250,000 


150,000 


Adjusted excess profits net 
income 

Excess profits tax 

Normal tax net income 

Normal tax and surtax 


$100,000 
$ 41,500 
$208,500 
$ 64,385 

However, if the Dixie Pine decision as 
interpreted by the Tax Court in Robert Reis 
é& Company is adopted, the refund of excess 
profits tax did not accrue until 1952 and 
deducting the originally accrued excess profits 
tax liability would give a normal tax and 
surtax liability of $41,135. The tax- 
payer thus escapes permanently a tax of 
$23,250, for in 1952 the refund of excess 
profits tax does not affect taxable income. 
Although such a result was never intended 
by Congress and is not desirable, it could 
well be a Dixie 
Pine decision. 


only 


very consequence of the 


Another instance of gross income being 
affected by the Dixie Pine decision is illus- 
trated in determining the taxability of dis- 


tributions to stockholders where corporate 
tax liabilities are being contested. As of 
what date is a corporation’s surplus reduced 
by a subsequent determination of a con- 


tested tax liability? Since the taxability of 
a distribution and resulting taxable income 
is involved, it would appear that the prin- 
ciples of the Dixie Pine decision should gov 
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ern. But look where that leads! Under 
Stern Brothers & Company, the Tax Court 
held that surplus is reduced as of the close 
of the 
by a subsequent 
tested liability. 


will 


year for which the tax is imposed 


determination of a con- 
Does that mean the corpo- 
different 


taxable surplus as at a given date? 


ration have 


amounts of 

? Such 
inconsistency hardly seems possible, and it 
is likely that surplus for distribution would 
be reduced by the 
quently 


two 


additional taxes subse- 


determined 


An extension of this problem appears in 
the determination of the [ 
realized on 


amount oO! gain 
the complete liquidation of a 
corporation. If the deficiency in taxes has 
already been proposed at the time of liqui 
dation, the problem is not too serious. Since 
to the stockholders is 
the difference between cost and fair market 
value of net could be 
argued that the proposed deficiency in taxes 
for which the stockholders will be 
affects the value of net 
ceived and must be taken into consideration 
and evaluated. But what is the answer it 
liquidation takes place before any question 


the measure of gain 


assets received, it 


trans- 


lerees assets re- 


of additional taxes arises to be evaluated ? 


In Arrowsmith et al. v 
52-2 ustc 9 9527, 344 U. S. 6, the Supreme 
Court, in holding the payment of a liqui 


Commissioner, 


dated corporation’s subsequently determined 
liability by a stockholder to be deductible 

loss in the 
that 
accrued by the 


as a capital year of payment, 
this liability had not been 
corporation at the time of 
liquidation to decrease the value of assets 
stockholder this 


is applied to the raised 


recognized 


received by the Before 


doctrine question 
in the certain dis 
noted. The lia 
bility that had not been accrued was not for 
federal represented a deductible 


item in computing net income (if such dis- 


preceding paragraph, 


tinguishing facts must be 


taxes but 
important, as 


Stern 
Statute of! 


considered 
emphasized by the Tax 
Brothers & Company) 
limitations had run 


tinction is to be 
Court in 
and the 
against the year in 
which liquidation took place 


Whether the 


Circuit 


Second 
would 
taxable 


treatment by the 
and the 
been the 


Supreme Court 
had the 
occurred been open 
Most likely, the capital 
gain on liquidation would 
justed. This certainly seems to be the 
case where the subsequently determined lia- 


have same year 


in which liquidation 


is seriously doubted. 


have been ad- 


bility was for 


years’ income. 


income taxes upon 


Otherwise there 


prior 
would be, 
as in the case of taxable dividends, the 
possibility of two different amounts of 
taxable surplus at the same time—one fot 
excess profits credit and one for gain on 
liquidation—though both presumably have 
the same foundation, the net worth of the 
corporation. 


The ramifications of this phase of the 
problem become even more intricate when 
applied to a situation where the Commis- 
sioner takes opposite positions on the same 
with two different 
Assume corporation 


issue regard to corpo- 


rations A alleges cash 
purchases from corporation B in 1948, which 
are claimed as a deduction on A’s tax 
returns. Naturally, corporation B has not 
included in income the alleged cash sales 
to corporation A and, as is to be expected, 
the Commissioner in 1951 proposed de- 
ficiencies in both A and B, 
disallowing the alleged cash purchases and 
including the unacknowledged cash 
to the respective Both corpo- 
rations contest the deficiencies; and prior 
to any 


taxes against 
sales 
taxpayers. 
determination, corporation A in 
1952 acquires all of the stock of corpo- 
ration B. The deficiencies in tax are finally 
determined in 1953. Whether against A or 
B or part from both is not material. What 
is the consolidated surplus for determining 
undue accumulation of surplus, payment 
of dividends and the like at the end of 
1952? To hold none of the additional taxes 
accrued because of the contest where one 
amount of the tax had to be due from 
someone, or part from both, is being irra 
tional and perverse. 


illustrations are but a few 
that 
when a 


The foregoing 
of the muddled 
in the income tax 


situations 
field 
prefaced with “in the 


now exist 
decision * 
(the 


liability is 


circumstances” 
that no tax 
determined to be due) is ex 
tended and applied to entirely different sets 
of circumstances 


circumstances are 
ultimately 


Estate and Gift Tax Problems 


The muddle is not limited to income tax 
problems but exists as well in both estate 
and gift taxes. For example: 
a taxable estate of $1 million is all of the 
stock of a corporation with a book and 
actual value of $200,000. Subsequent to the 
decedent’s death on July 1, 1951, 


Included in 


the Com- 


missioner proposes a deficiency of $150,000 





* Dixie Pine Products Company v. Com- 
missioner. 
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in corporate 1949, which is 


income tax tor 
contested by the corporation and_ finally 
1953. What is the value of the 
corporation’s stock for estate tax purposes? 
If Dixie Pine is good legal theory, the con- 
tested income 
by July 1, 1951, and the estate tax must be 
paid on stock valued at $200,000 which, in 
the illustration given, amounts to $74,000 
Yet the actual value of the stock to recipient 
is only $50,000 ($200,000 $150,000). 


lost in 


tax liability has not accrued 


\ similar but 
absurd 


and 
with respect to the 
stock with 
value of $200,000 on July 1, 1951, 
date the Commissioner pro- 
poses deficiencies in corporate income taxes 
for prior aggregating $200,000 or 
more, which are contested but lost in 1954. 
Assume the 


even more drastic 
Situation exists 
gift tax. 
book 


after 


Assume the gift of 


which 
years 


nominal 
amount of other assets and cannot pay the 
gift tax of $38,000 originally calculated to 
be due in 1952, previous exemption having 
utilized. 


donor has but a 


been Transferee liability is then 
assessed against the donee of the gift. The 
in actuality, received a worthless 
gift ($200,000 book value at July 1, 1951, 
less $200,000 taxes determined in 1954) but 
$38,000. Could the donee 


stock ot no 


de mee has, 


is asked to pay 
just give up the value, or 
would he 


$38,000 


the transferee tax of 
funds? 


have to pay 


Granted a 


limited to the value of 
assets received, may the subsequent deter- 


from his own 


donee’s liability is 


mination of additional taxes which have been 
contested be used to reduce the value of 
received, in the light 
Even if 
equitable answer 
to the present, subsequent fluctua 
tion in the 


the assets previously 
Dixie Pine 
question 11s given an 
(thoug] 


of the 


decision ? this 


value of assets received by a 


been considered to 

liability), 
responsibility will settle upon a donee where 
the donor is lable for 


transferee have never 


affect the transferee what financial 
personal income 
after the gift but for 


taxes determined t! 
prior veal and wi ie 
I I 
nN il < , ie 


and the guiit tax 
value of the gift 


taxes were con 
1951 gift is also 
S38. 000. The 
How 
1954, 
taxes 
$200,000 The 


which to 


tested 7 
$200,000 


does not chang 
the dona; loses tax 


ever, litigation in 


determining additional personal income 
for 1947-1949 in 


has no 


excess ot 


donot assets with 


pay 


the gift tax or the income tax deficiency, the 


transter by gift having made him insolvent. 


Commissioner then asserts the gift tax 


transferee lia 


donee and a 


donor’s income tax to the ex 


*‘ Regs. 108, Sec. 86.35 


‘Dixie Pine’’ Muddle 


tent of assets transferred to donee. In such 


a situation, was there a taxable gift in 1951 
where the donee is keeping nothing, just 
because the donor’s income tax 
contested, did not 


Seem silly ? 


liability, 
accrue (7) until 
Dixie Pine is still with us! 


being 


1954? 


Would the courts hold that a contested 
tax deficiency did not accrue, if the donee 
argued that, as transferee, he is liable only 
tor liabilities of the transferor which have 
accrued at the time of transfer of assets; 
and since the donor’s income tax liability 
was being contested, said liability did not 
accrue until determined in 1954 and 
therefore not collectible from the trans- 
feree? In Scott v. Commisstoner, 41-1 ustc 
{ 9243, 117 F. (2d) 36, and Powers Photo 
Engraving Company, CCH Dec. 18,528, 17 
TC 393, this question has been answered in 
the negative. In Scott v. Commissioner, the 
Eighth Circuit held that a subsequently 
levied tax for a prior year was a liability 
for a corporation to be collected 
stockholders. 


was 


from 


In Powers Photo Engraving Company, the 
Tax Court said that the transferee lia 
bility “cannot be voided merely because the 
deficiency in tax had not yet been asserted 
at the time of distribution of assets; it is 
sufficient that such liability had accrued at 


or prior to the time.” (Italics supplied.) 


Does this mean we have another example 
of conflicting treatment for the same item 
at the same time? Is the contested tax to 
be accrued for 
bility but 


time for 


determining transferee lia- 
remain unaccrued at the 
determining the 


same 
value of a gift 
upon which the transferee liability is being 


assessed ? 


Harsh? 


situations 


Confusing ? Yes! 
But the described in this paper 
can and do exist as a result of the Dixie 
Pine case and the interpretation given to 
the Supreme 


Ridiculous ? 


Court’s opinion by the lowes 
courts 


What can be done about it? Every effort 
should be made through the courts to deter 
mine whether the doctrine expressed by the 
Supreme Court in Dixie Pine is not limited 
to the circumstances of before the 
Court, namely, no accrual where prior court 


action 


that case 


had already 
fore the 


sustained petitioner be 
close of the which the 
final 
Such a limited 
interpretation would be in keeping with the 


VCal in 


accrual was made and, upon dete 


mination, no tax was due 


(Continued on page 661) 
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Special 
oll Problems 


Avoid the Bauer or Switlik Problem by Requesting 


the Director of Internal Revenue to Assess and Collect 


the Taxes Before the Corporation Is Dissolved 


Stockholder Transferee Liability 


A owned all the stock of corporation B; 
cost of A’s stock was $100,000. In 1950, 
corporation B was dissolved and the assets 
were turned over to stockholder A as liqui- 
dating dividends, thus making A a stockholder 
transferee and liable for the debts of the cor- 
poration unascertainable at the time of liqui- 
dation. A sold the assets for $150,000, giving 
him a long-term capital gain of $50,000, of 
which only $25,000 was taxable 


1 PROBLEM of stockholder transferee 
liability’ in the sale and disposition of 
a liquidated corporation’s assets is directly 
connected with the problem of 

loss versus capital loss (the term 
loss” throughout this article refers to long 
term capital loss) Where the corporate 
taxes” are against an already 
dissolved corporation or where other claims 
or judgments become enforceable * after the 
liquidation of a 


ordinary 
“capital 


assessed 


corporation, the former 
stockholder who has received assets in lieu 


of his stock may then be held liable* for 

1 Sec. 39.311-1, Regs. 118, defines ‘‘transferee’’ 
as the stockholder of a dissolved corporation. 
Code Sec. 912 states that the burden of proof 
is on the director to show that a petitioner is 
liable as a transferee. Willard H, Ashton, CCH 
Dec. 8145, 28 BTA 582 (1933). 

*It is well settled that transferee liability 
extends to after-accruing taxes in the sense of 
retroactive liability in the year of transfer or 
prior year. ‘The liability need not have been 
existent when the transfer was made. Scott v. 
Commissioner, 41-1 ustc § 9243, 117 F. (2d) 36 
(CCA-8); Updike v. U. 8., 1 ustc 9150, 8 F 
(2d) 913 (CCA-8, 1925) 

3 Phillips v. Commissioner, Z ustc {% 743, 283 
U. S. 589 (1931) The transferee provision of 
the 1926 Revenue Act permits collection from 
the taxpayer by a summary procedure of his 
existing liability in law or equity, as well as 
satisfying the procedure of due process 

*The maximum liability of a transferee (ex- 
clusive of interest) is (1) the amount of tax 
due and owing by the transferor or (2) the 
value of the assets received from the transferor, 
whichever is less Mertens, Law of Federal 
Income Taxation (1943), Vol. 9, Sec. 53.37 
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In 1953, the director of internal revenue 
ed a deficiency of $25,000 against corpo- 
ration B for unpaid taxes. As A ts now liable 
for the debts of the corporation, the lability 
ts transferred to him. During the year 1953, 
A had ordinary income of $25,000. 


A, lwing in the Third Circuit district, paid 
the deficiency ($25,000 plus interest) and de- 
ducted the amount as ordinary loss (23(e)) 


the tormer debts to the extent 


of the liquidating dividends paid to him.° 


corporate 


Ordinarily, in the year of liquidation ° 
of the corporation the stockholder trans- 
feree will have reported, on his income tax 
return for that 
excess of the liquidating dividend over the 
adjusted basis of his capital stock.’ 

W hat 


when in a 


year, as a capital gain the 


happens to him as a transferee 


later back 


he had received in a former year 


year he has to pay 


the gain 


and suffers a loss?* The Supreme Court 

5 Buzard v. Helvering, 35-1 ustc { 9288, 77 F. 
(2d) 391 (CA of D. C.). The transferee'’s lia- 
bility is limited to the value of what he has 
received from his _ transferor. Phillips-Jones 
Corporation v. Parmley, 37-2 ustc { 9573, 302 
U. S. 233, 236 (1937). ‘“‘If the assets of the 
corporation are distributed among the stock- 
holders before all its debts are paid, each stock- 
holder is liable severally to the creditors, to 
the extent of the amount received by him."’ 

®* Code Sec. 115(c); Regs. 118, Sec. 39.115(c) 
“Amounts distributed in complete liquidation 
of a corporation shall be treated as in full pay- 
ment in exchange for the stock, and amounts 
distributed in part liquidation of a corporation 
shall be treated as in part of full payments in 
exchange for the stock."’ 

7 Case cited at footnote 5. The gain or loss to 
the distributees resulting from such exchange 
shall be determined under Sec. 111, but shall 
be recognized only to the extent provided in 
Sec. 112 

* Code Sec. 311(a) permits the government to 
utilize the same method of tax collection against 
a transferee as in the case of a transferor, that 
is, notice by the director to the transferee and 
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By CLARK E. BOWEN 


Attorney, Miami, Florida 


Following a Corporate Liquidation 


on his income tax return for that year. The 
$25,000 ordinary loss deducted from $25,000 
ordinary income left A with no tax to pay for 
that year, as his ordinary loss ts offset against 
his ordinary income (Switlik rule). 


If A had lived in the Second Circuit dis 
trict, all he could have deducted on his income 
tax return for the year 1953 would be $1,000 
(117(a)(10)(B)). He would still pay tax on 


of the United 
the matter in 
1952. The Court rejected various decisions 
promulgated in the past and based its opin- 
ion on an over-all picture of the situation. 
Perhaps an analysis of some of the leading 
cases and prior holdings will help explain 
why the Court decided as it did. 


States gave its decision on 


an opinion® handed down in 


The individual taxpayer can benefit from 
either an ordinary 
duction on his 


loss or capital loss de- 
federal income tax return. 
The benefit is obtained by offsetting the 
loss against taxable income. Ordinary losses 
are deductible from all taxable income and 
can be deducted only in the year when the 
loss Capital losses are deductible 
year of loss but only from capital 
gain income, plus a deduction from ordinary 
income up to a limit of $1,000.” 
used capital 
five 


occurs 
in the 


Any un- 
carried forward 
though it is still 


can be 
years,” 


loss 


successive 


(Footnote 8 continued) 


opportunity accorded to the latter either (1) to 
pay or sue for a refund or (2) to proceed before 
the Tax Court. 2H. B. Teague, CCH Dec. 8965, 
32 BTA 641 (1935) Transferee is bound by a 
prior decision determining the liability of the 
transferor The First National Bank of Chi- 
cago, et al., Trustees v. Commissioner, 40-1 ust 
" 9472, 112 F. (2d) 260 (CCA-7), cert. den. 311 
U. S. 691 (1940) 

» Arrowsmith, et al. v. Commissioner, 52-2 
ustc { 9527, 344 U. S. 6. This case went by the 
name of Bauer in its early history, and will be 
continued as Bauer throughout the article. 


Stockholder Transferee Liability 


$24,000 of his ordinary income. He could 
deduct $1,000 for each of the next five years 
(117(e)(1)), thus giving him a total deduction 
of $6,000 on his deficiency payment loss. This 
would leave A with a $19,000 unrecoverable 
loss (Bauer rule). 


The holding of the Supreme Court of the 
United States was the same as in the latter 
part of the illustration and ts the rule today 


deductible only from capital gain income and 
up to $1,000 from ordinary income in each one 
of those years. 
of those five 
gain to the taxpayer 
his capital loss, the 


This means that if in any 
there were no capital 
with which to offset 
most he could deduct 
for capital loss on his income tax return 
for the total years would be $6,000 ($1,000 
in year of loss and $1,000 for 
successive years).” If his capital loss was 
over $6,000, he still would never be able 
to claim more than $6,000 as a deduction 
The logical step for the taxpayer in such a 
situation would be to convert ™ 
into ordinary 
loss would be deductible on 
for the year ol loss. 


years 


each of five 


his capital 
that the 
his tax 


loss loss SO 


entire 
return 


In former when the 
ceived his liquidating 
ments, he reported 
gain aS soon as his 


years taxpayer re 


install 
installment as a 


dividend in 
each 


basis recovered," 


Was 


#9 Code Sec. 117(a)(10)(B), (d)(2) 

" Code Sec. 117(e) (1) 

22 See preceding footnote 

% One of the best methods of tax savings 
to convert capital loss income (which loss is 
limited to a certain amount by the Code) to an 
ordinary loss, as the latter loss is unlimited as 
to deduction from taxable income 

“7. T'. Word Supply Company, CCH Dec 
11,079, 41 BTA 965, 981-982 (1940); O. D. 343, 
1 CB 80 (1919). ‘‘In such cases the stockholder 
is entitled to have the amounts distributed ap- 
plied against the aggregate basis of all his 

(Continued on following page) 
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but his losses were not ordinarily realized 
until the last liquidating installment was 
received.” In the Pittman case,” the court 
held that payments in satisfaction of stock- 
holder transferee liability no longer reduced 
the liquidating dividend but could be de 
ducted only in the year when paid. At the 
present time there is no difference in treat- 
ment to the taxpayer of amounts either in 
partial or complete liquidation.’ 


The Switliks ” 
corporation 


were stockholders of a 
was liquidated in 1941. 
They reported their pro-rata shares of the 
liquidating dividends in their 1941 individual 
returns as 


which 


long-term capital gain, in ac 

cordance with the provisions of the Internal 
Revenue Code.” In 1942, the Commissioner 
assessed a deficiency ” against the corpora- 
tion for taxes for the years 1940 and 1941 
As the corporation no longer had any as- 
sets, the taxpayers became liable as trans- 
ferees and paid the assessed deficiency in 
1944. In their 1944 tax returns the Switliks 
treated the payments made in 1944 as losses 
incurred in a transaction 

profit,” and deducted the 
their 1944 gross income. 
missioner then 


entered into for 
entire amount 
The Com- 
deficiency 
declaring that they 
were entitled to deduct as long-term capital 


trom 
determined a 
against the taxpayers,” 


loss only 50 per cent of the amount of the 


corporate tax paid by 


deficiency them as 


transferees 


(Footnote 14 continued) 
shares, and he realizes no taxable income until 
the distributions exceed the basis. Florence M 
Quinn {CCH Dec. 9571], 35 BTA 412 : 
Norman Cooledge, 40 BTA 110, 115.”’ 

1 Dresser v. U. 8., 3 ustc 1 866, 55 F. (2d) 
499, 511 (Ct. Cls., 1932) loss resulting 
to taxpayer through ownership of stock in 
corporation being liquidated is not deductible 
where it appears stockholders will receive 
further dividends.”’ 

1 Roberta Pittman, CCH Dec 17,549, 14 
TC 449 (1950). Stockholder reported capital gain 
on liquidation in her 1945 tax return From 
the capital gain she deducted the additional 
corporation tax which she had paid as a trans- 
feree stockholder in 1947. The Commissioner 
disallowed her adjustment of the 1945 amount 
The Tax Court declared the taxpayer was right; 
since she was on a cash basis she could not 
accrue the 1947 payments in 1945 

17 See footnote 11 

i Commissioner UV 
184 F. (2d) 299 (CA-3) 
landmark cases in the 
liability problem 

’ Code Secs 115(c) and 117(b) are con- 
cerned with the gain or loss to transferee and 
deduction from net income 

* Code Sec. 117(a) The payment of a tax 
deficiency is not literally a loss from the 
sale or exchange of a capital asset, according 
to the definition in the Code 

"Code Sec. 23(e)(2) 
connected with the trade or 
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stockholder transferee 


though not 
business.”’ 
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The Tax Court held that the losses were 
not capital losses from the sale or exchange 
of capital assets, the sale or exchange hav- 
ing occurred in 1941. On appeal to the 
Third Circuit, the court held the same as 
the Tax Court, declaring that since the 
losses did not arise out of a sale or exchange 
of capital assets, they must be ordinary 
losses. The circuit court reasoned that if 
the loss was not from a capital asset trans- 
action it had to be an ordinary loss. (Yet 
there are several economic losses that are 
not deductible for income tax purposes- 
such as gambling losses and the loss on sale 
of a personal residence.) 

In his appeal to the Third Circuit Court 
of Appeals, the based his 
argument on the fact that since only 50 pet 
cent of the 1941 gain of the taxpayer was 
considered, to permit the 1944 payments to 
be deducted in ful! assumed that they were 
chargeable wholly to that portion of the 
capital gain taken into account in 1941. The 
Third Circuit disagreed with this argument 
and applied the 


trom 


Commissioner 


to exclude 
manner in which 
the income was originally received. 


single-year rule ™ 
consideration the 


Courts in the past had set up the single- 
year rule” as a basis for tax accounting, 
declaring that profits received under a “claim 
of right” constituted income for the year in 
which they were received” despite the fact 


that relin 


the profits were subsequently 

22 Code Sec. 311(a) allows the United States 
to proceed against those secondarily liable 
in the same manner as those primarily liable 
It provides a summary and quick remedy for 
the taxing powers where the taxpayer has 
transferred or disposed of his assets, leaving 
himself unable to pay his federal taxes. 

*% Tatem Wofford, CCH Dec. 18,471(M), 10 
TCM 692 (1951); Frederic M. Paist, CCH Dec 
18,592(M), 10 TCM 967 (1951); Clifton v. Allen, 
52-1 ustc § 9144, 101 F. Supp. 997 (DC Ga.); 
Lamar D. Fain, CCH Dec. 18,730(M), 11 TCM 
11 (1952). 

* See, also, Healy v. Commissioner, 53-1 ust: 
9292, 345 U. S. 278; U. 8. v 51-1 ust 
{| 9211, 340 U. S. 590 

*% Henry E. Mills Estate, CCH Dec. 14,412 
4 TC 820 (1945). Stockholder received a liqui- 
dating dividend and could not reduce the divi- 
dend by the amount of taxes which he later was 
required to pay as transferee of a corporation 

* Brown v. Helvering, 4 ustc { 1223, 291 U. S. 
193 (1934). The Court said that when the 
income was received the person's right to 
it was absolute There restriction 


Lewis, 5 


was no 
contractual or otherwise, as to its disposal, use 
or enjoyment. G. C. M. 16,730, XV-1 CB 179 
(1936) A cash-basis taxpayer who receives 
income under a claim of right without restric- 
tion is taxable on such income when received 
If he must later pay the amount to another 
he may then claim deduction for such later 
year 
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quished.” It had also been stated that in- 
come was taxable even though the taxpayer 
had no legal right to the income.” as long as 
he received it without restriction as to its 
disposition and had treated it as his own. 
The rule was adopted because it was neces- 
sary to keep a regular yearly inflow of 
income flowing into the government coffers.” 

Because of this rule, a fixed annual 
accounting period is now the basis for deter- 
mining taxable income,” and where the tax- 
payer must later return all or part of the 
income, the loss must be deducted in the 
year returned, The tax return for the pre- 
vious year is not reopened to reflect the 
subsequent loss.” 

However, exceptions to the single-yeat 
rule are followed today, for example: (1) 
the tax benefit rule,” (2) the carry-over and 
carry-back of net operating losses,” (3) the 
Commissioner’s power to make exceptions 
to the rule of annual accounting ™ and (4) 
the Supreme Court decision of stockholder 
transferee liability.” 


Under this single-year ruling, both the 
Tax Court and the Third Circuit strictly in- 
terpreted Section 117,” with the result that 
if the payment by 
specifically 


transferee does not fall 
within the statutory 
of a loss from sale 


language 
or exchange of a capital 
asset then the loss must be an ordinary one. 

The Tax Court strictly adhered to this 
line of reasoning with one exception, the 
Duveen case." The facts in the Duveen case 
were somewhat different than those in the 
Switlik case. 


sold 


In Duveen the corporate tax- 


payer stock under an agreement to 





27 Single-rule concept confirmed 
Mellon, 38-2 ustc {§ 9311, 304 U 
v. Morgans, Inc., 35-1 ust« 
(1934). 

28 North American Oil Consolidated v. Burnet, 
3 ustc $943, 286 U. S. 417 (1932)—where a 
taxpayer received earnings under a ‘‘claim 
of right,’’ he had received income which he 
was required to return 

*~ Burnet v. Sanford & 
ustc { 636, 282 U. S. 


Heiner v 
S. 271: Helvering 
{ 9006, 293 U. S. 121 


Brooks Company, 2 
359, 365 (1931). ‘“‘The 
Sixteenth Amendment was adopted to enable 
the government to raise revenue by taxation 
It is the essence of any system of taxation that 
it should produce revenue ascertainable, and 
payable to the government, at regular intervals. 
Only by such a system is it practicable to pro- 
duce a regular flow of income."’ 

“Earlier courts had held that a_ stock- 
holder’s payment of a corporation's taxes after 
its liquidation was not a loss in year of pay- 
ment but reduced the amount of dividends 
received. Benjamin P. O’Neal, CCH Dec. 5795, 
18 BTA 1036 (1930); O. B. Barker, CCH Dec 
1370, 3 BTA 1180 (1926). This conception 
was overruled by the holding in North Ameri- 
can Oil, cited at footnote 28. 

31Code Sec. 272(g). The court has juris- 
diction over other years but only to consider 


Stockholder Transferee Liability 


guarantee the purchaser against any loss 
which might arise from an early redemption 
of such stock. Duveen reported long-term 
capital gain on the sale; then in the follow- 
ing year—when he had to make good on his 
guaranty and refund part of the purchase 
price—he deducted the payments as ordi- 
nary loss under Section 23(f), relying upon 
the Switltk rule. However, the Tax Court 
decided not to follow the single-year rule 
and declared that there 
tinuing relation 


was such a con- 
between the payments 
received at the time of sale and the subse- 
quent refunds of part of the purchase price 
so as to make it one general transaction. 
The court in the Duveen case seemed to 
indicate that where there was a contingent 
liability of a contractual nature at the time 
of sale or exchange, future payment under 
this liability remained part of the original 
capital transaction, but where the contin 
gent liability was quasi-contractual or stat- 
utory ” such future payments were not a 
part of the sale or exchange of capital assets. 

The minority members of the court disa- 
greed with this reasoning and stated that 
the sale was complete when made and that 
the guaranty did not postpone the tax obli- 
gation to report from the sales. The 
loss incurred as a result of the fulfillment of 
the guaranty was as much a separate trans- 
action as was the payment of the tax de- 
ficiency by the stockholder in the Switltk case 


gain 


Baver Case 


The Switlik case was becoming a well-es- 


tablished rule” when the “apple cart” was 


the facts in the case which may be necessary 
to redetermine the amount of such deficiency 


It does not have jurisdiction to determine 
whether or not the tax for any other taxable 
year has been overpaid or underpaid 
missioner v. Gooch Milling & Elevator 
pany, 43-2 ustc § 9673, 320 U. S 
Trust Company, CCH Dec. 
(1927). 

"Code Sec. 
covery of bad 
quency amounts 

% Code Sec. 112(b) 

* Code Sec. 46 
counting period 

%° Case cited at foctnote 9. 

* Code Sec. 117(b) deals 
from gross income. 

* Duveen Brothers, Inc., CCH Dec. 18,451, 17 
TC 124 (1951); accord: Edgar J. Kaufmann, 
CCH Dec. 18,496(M), 10 TCM 790 (1951). 

* As in the Switlik case, cited at footnote 18 

* Even into the year 1952. Clifton v. Allen, 
cited at footnote 23. The payment by taxpayer 
of taxes assessed against the corporation a 
year after its dissolution was held not to con- 
stitute a capital loss within the meaning of the 
Code, but that payment could be deducted as 
an ordinary loss 


Com- 
Com- 
418; Commercial 
3020, 8 BTA 1138 


22(b) (12) 
debts, 


deals 
prior 


with the re- 
taxes and delin- 


deals with change of ac- 


with deduction 
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upset two years later by the Second Circuit 
Court of Appeals in the Bauer case.* 

A liquidating corporation had made dis- 
solving payments to stockholder Bauer from 
1937 until the dissolution was finally com- 
pleted in 1940 reported the pay- 
ments as capital gain on his federal income 
tax return in the years the payments were 
made In 1944, a final judgment was ob- 
tained against the 


Sauer 


dissolved corporation 
and Bauer, as transferee of the defunct cor- 
poration, paid one half of this judgment 
He deducted the sum on his 1944 income 


tax return as ordinary loss. 


The Commissioner assessed a deficiency, 
ruling that the sustained in the pay- 
ment by Bauer was a capital loss. The Tax 
Court disagreed with the Commissioner and 
said the loss was an ordinary loss.” 


loss 


In his 


argument before the 


‘Tax Court, 
claimed that the 
liquidating dividends were not held under a 
claim of right but were charged 
trust in favor of the creditors.” The “trust 
fund” had promulgated in 
the year 1824 under the theory that when 
the circumstances of the case required it, the 


the Commissioner also 


with a 


doctrine been 


Commissioner could bring suit against the 
transferees However, as the transferee 
under the 1926 Revenue Act 
are more effective as well as easier to en 


procee dings 


force, few court proceedings in later years 
have been held against transferees under 
the “trust fund” doctrine. The Tax Court, 
in reply to the Commissioner, stated that 
insolvency rather than knowledge of liqui 
dation was the “trust 
doctrine 


basis for the fund” 


Another of the Commissioner’s arguments 
against the Bauer stockholders was that the 
stockholders might have made provision for 
the liability at the time of liquidation but 
instead had left no assets in the 
with which to 
obligations of the possible judgment. The 
Tax Court held this argument invalid be 
cause, by the provisions of Section 115(c) 


hands of 


the corporation meet the 


(as it existed before, and not changed by, 


*” Commissioner VU 
193 F. (2d) 734 (CA-2) 
landmark in the 
bility problem 

‘' Frederick R. Bauer, CCH Dec. 17,984, 15 
TC 876 (1950) Payments were made as dis- 
tributions in liquidation by a corporation, and 
in a later year stockholder transferees paid 
a judgment found against the corporation; 
such latter amounts are ordinary losses and 
not capital losses in the year of payment 
Accord Mace Osenbach, CCH Dec. 18,625, 17 
TC 797 (1952) 

“ Any impairment of the capital of a corpo- 
ration by distributions from capital are im- 
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This was the next big 
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“| still think the Tax Court is 

a more competent and steady influence 
toward a systematic body of 

tax law than our [Supreme Court] 
sporadic omnipotence in a field 
beset with invisible boomerangs.''— 
Mr. Justice Jackson, in the dissenting 
opinion in the Bauer case. 


4 


the Revenue Act of 1942), the distribution 
could not be postponed but had to be com- 
pleted within two years in order to qualify 
as a capital gain.“ 

On appeal, the Second Circuit Court of 
Appeals overruled the Tax Court, disre- 
garded the “trust fund” doctrine and de- 
cided that a judgment paid on behalf of a 
liquidated corporation by its transferee must 
be treated as a capital loss in the year of 
payment if it was an integral part of the 
original liquidating transaction—which the 
court considered to be so in the Bauer case. 


The that the fact that 
Sauer, as an officer of the corporation as 
well as transferee, was personally liable for 
the judgment did not give him the option 
of choosing which liability his judgment 
payment satisfied so as to affect the nature 
of the transaction. The fact that he was 
basically liable as transferee was sufficient 
to make his payment a capital loss. 


court declared 


The court took the position that under 
annual accounting concepts it is not im- 
proper to consider together the events of 
the previous year and of the taxable year 
in order to determine that the losses in the 
taxable year arose out of a sale or exchange.® 
It followed the single-year rule insofar as 
the time of reporting the was con- 
cerned, but required an examination of the 
initial transaction to ascertain the nature of 
the subsequent loss. Therefore, while the 
loss must be reported in the year incurred, 
it should be attributed to the original trans- 


loss 


pressea with a trust in favor of the creditors. 
Leighton v. U. 8., 3 ustc 9 1107, 289 U. S. 506 
(1933); Mertens, work cited at footnote 4 

*8 Doctrine was founded in Wood v. Dummer, 
3 Mason 308 (1824). 

** See Code Secs. 111 (determination of amount 
of, and recognition of, gain or loss), 112 (rec- 
ognition of gain or loss) and 115 (distribu- 
tions by corporations). 

* Before capital gain and loss provisions of 
the Code can apply, there must be (1) a sale 
or exchange and (2) such sale or exchange must 
be of a capital asset. Neither of these defini- 
tions applies to the 1944 transaction by Bauer 
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action and 


deducted as long-term 


capital 


loss. 


Thus, the Second Circuit’ Court of Ap- 
peals placed itself squarely in conflict with 
the decision of the Switlik 
Third 


case in the 
Circuit. 

The Bauer principle was followed in the 
Megargel case“ by the Tax Court; and later 
it was applied by the Second Circuit in the 
Carter case“ and by the Ninth 
Westover v. Smith.” 


Circuit in 


From one point of view, the payment of 
the tax deficiency in the Bauer case is not 
from the 


rt apital asset = 


a loss sale or exchange of a 
nor does the Bauer rule seem 
predicated on the fact that 


regarded as the unit of 


yroper when 


] 
the single 


year 18 


axation Yet the 
] 


OTiginai 


court’s scrutiny of the 
transaction does not require a reé 
opening or recomputation of the taxpayer’s 
return for the thus the intent 
Should fix 
time of loss preclude the Commis 
court looking behind the 
fixed annual accounting period to determine 
the nature of the 


prior years; 
of the rule is preserved. 
ing the 


Query 


sioner or irom 


loss? ™@ 


The Second Circuit’s interpretation in the 


Bauer case effectuates a result equi 
when capital 


loss is obtained it should be deducted from 


more 
table in the tax system, for 
capital gain, there by closing one moré loop- 
hole in the When it is possible 
taxpayer to convert 


tax system 
for a his capital loss 
into an ordinary loss, he is going to do so 
even if the rest of the 


have to foot the bill 


nation’s taxpayers 


Vargery K. Megargel, CCH Dec. 13,729, 3 
TC 238 (1944). The taxpayer transferred stock 
but later instituted action to annul the trans- 
action and to recover the stock, which action 
was compromised in the taxable year and set- 
tled The taxpayer received cash upon an 
agreement to dismiss the claim. It was held 
by the Tax Court that the amount was re- 
ceived upon the sale of capital assets. Com- 
pare this decision with the Dobson case, cited 
at footnote 61 
‘ 


Commissioner 1% 


F. (2d) 911 (CA-2) 


Carter, 48-2 ust ©415, 176 

The decision was based 
on Code Sec. 115(c), treating liquidation dis 
tributions as capital gain to the recipients 
On the dissolution of a- corporation, all of 
whose shares had been owned by taxpayer for 
several years, the taxpayer received property 
which exceeded by about $20,000 the cost basis 
of such shares, as well as a contract which had 
then no ascertainable value but on which the 
taxpayer later realized about $35,000. The court 
held that the $35,000 was taxable as long-term 
capital gain, for if the contract had been 
valued when received on liquidation such value 
would have produced capital gain 

* 49-1 ustc { 9189, 173 F. (2d) 90 (CA-9). The 
stockholder taxpayer had _ received contract 
rights of unascertainable value at the time of 


Stockholder Transferee Liability 


Although harsh on the taxpayer, the Bauer 
rule has a realistic and practical approach. 
However, the court’s justification of capital 
treatment in the repayment 
reference back to the capital 
quence of the earlier 
payer’s pocketbook 
limited offset value. If offset in the year 
when liquidation dividends are received, suf- 
ficient capital gain from the liquidation dis- 
tribution probably exists to which capital 
applied to reduce the tax lia- 
A capital loss in the year of repay- 
may be valueless to the taxpayer, 
as the repayment he makes may exceed his 
capital gain in the succeeding five years as 
well as the $6,000 of ordinary income it can 
offset. The Bauer rule, granting only a 
capital loss of a limited deductibility, in 
creases the possibility of a wasted deduction 


loss year by 
gain conse- 
hurts the tax- 


Capital losses are of 


year 


loss can be 
bility. 
ment 


” I 


in addition to creating more “tax avoiders 


In the Logan case,” 
stock for which the 


there was a sale of 
seller received cash and 
the buyer’s promise to make future payments 
conditioned on a contingency. The cash did 
not equal the seller’s cost basis for the stock 
and the contingency precluded ascribing a 
fair market value to the buyef’s promise.” 
Che Supreme Court held that the transaction 
was not a closed one and that the taxpayer 
was entitled to a return of capital, with the 
future conditioned payments to be credited 
against the return of capital before she could 
be charged with capital income 

The 
cases seems to indicate that where the liqui- 
dating dividend is paid in installments under 


reasoning behind these Logan-type 


corporate dissolution. The taxpayer prevailed in 
that the subsequently received income from 
the obligors under the contract was held to be 
a capital gain as an integral part of the 
transaction 

* Updike v. U. 8S., 1 ustc § 150, 8 F. (2d) 913 
(CCA-8, 1925). In a strict sense, a tax is not 
a debt of capital loss 

“The Supreme Court answered this question 
in its opinion in the Bauer (Arrowsmith) case 

lax avoiders are those taxpayers who re 
sort to a questionable legal method in avoiding 
the peyment of a tax which they are obligated 
to pay Court Holding Com- 
pany, 45-1 wus * 9215, 324 U. S. 331 The 
Court stated that tax consequences flow from 
the substance of a transaction, not from the 
form in which it is cast Accord Lucas 1 
Earl, 2 uste © 496, 281 U. S. 111 (1930) 

* Burnet v. Logan, 2 ustc © 736, 283 U. S. 404 
(1931) Principle pertains to the nature of 
payments on speculative contracts of unascer 
tainable value received in a capital 
transaction 

+283 U. S., at p. 413 ; a promise to 
pay indeterminate sums of money is not neces- 
sarily taxable income.’’ See, also, Lucas 1 
American Code Company, Inc., 2 wstc © 483 
280 U.S. 445, 449 (1930) 


Commissioner 1 


prior 
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Section 117(c), the does not have 
any taxable income before he has recouped 
the cost or other Since 
the taxpayer can claim the benefits of Sec- 
tion 115(c) in 


property) 


taxpayer 
basis of his stock. 
every taxable year for all 
during the year as his 


share in the liquidation and since the capital 
transaction 1s not 


received 


considered closed before 
the taxpayer share in the 


assets of the liquidated corporation, the cases 


receives his full 


hold the income received in later years to be 
a part ot} the liquidating dividend; thus, it is 
capital gain and not ordinary gain. 


In a recent case * the 


“We stockholder 


transferee liability in a later year is capital 


Second Circuit stated: 
regard the issue [whether 


loss or ordinary 


controlled in 
ontrary 


loss | as now 
this circuit, by our 
in ©. 7. R. 4 
holding such payments to be capital loss. 
Also: “Neither the Switlk rule nor the 
Bauer rule emphasizes the element of antici- 
pation ot the « xpense, and we 
tion for it in the 
\ little decision 
the court expounded on the fact that “Errors 


in prior tax returns are too much a part of 
business life 


de cision 


Arrowsmith (Bauer), and 


” 


find no sanc- 


statute.” 


farther on in the same 


for one to say that a corpora- 
tion's transferees can justifiably fail to con- 
template the possibilities of post liquidation 
liability. Reasonable business experience would 
tell the average stockholder in a dissolved 
company that he might well be assessed for 
its prior tax deficiency.” 

A still further statement in the opinion 
didn’t help to clarify the situation: ‘That 
the taxpayer differs with us on this point 
[capital loss loss] 
neatly illustrates the confusion inherent in 
the rule of law he 


versus ordinary rather 


urges.” 


It is granted that there was confusion in 


the law and that is why the taxpayer was 


“Seth M lilliken 1 
UST " 9284 196 F 
U. S. 884 (1952) 
paid by 


Commissioner, 52-1 
(2d) 135, cert. den. 344 
The court held that amounts 
stockholder in settlement of his lia- 
bility as transferee of a liquidated corporation 
were deductible as capital, not ordinary, loss 

regardless of whether or not the payment 

have been foreseen at time of liquidation 


196 F. (2d). at pv. 139 


could 


‘Tax Notes."’ 38 American Bar Association 
Journal 245 (1952) The Bauer case relates to 
a problem of relating two separate transactions 
which different taxable years 
Whether this is inconsistent with the rule that 
each taxable year is to be 
rate unit will ry likely 
in view of the 
Second and Third Circuits 


took place in 


treated as a sepa 
Supreme 


between the 


become a 
Court issue split 


Case < at footnote 9 Bauer died before 
the case \v settled and the title before the 


circuit cour ime lrrowsmith et al i 


642 August, 


1954 °@ 


in court. Since there was such a confusion 
in regard to whether the loss sustained in 
later years was capital loss or ordinary loss, 
there was no doubt that the Supreme Court 
of the United States would 
sidering the problem.* 


soon be con- 


Certiorari was granted to the petitioners 
Bauer” by the Supreme Court, and a de- 
cision ™ on the matter was given in Novem- 
ber, 1952. The Supreme Court declared that 
under the circumstances set forth the capital 
loss limitations imposed under Section 117 
of the Internal Revenue Code™ were to be 
applied to the liability payments made by 
Bauer as stockholder transferee for a judg- 
ment against the liquidated corporation. Three 
judges dissented and said the principle of the 
Switlhk rule should apply to such transactions 

The Court used Code Sections 23(g) (capi- 
tal losses) and 115 (distributions by corpo- 


that 
the liability imposed on Bauer was not a re- 


rations) as a basis for its ruling, stating 


sult of a separate transaction, but arose out 
of the liquidation process and was a part of 
it. The Court went on to say that if the 
judgment against the corporation had been 
paid after liquidation in the same year, the 
loss would have been considered capital loss 
and merely would have reduced the amount 
of capital gain 
swer 


(Of course, this was no an 
to the single-year rule.) It adopted 
the language and ruling of the Second Circuit 
in examining the prior transaction of liqui 
dation. Apparently the Supreme Court dis- 
regarded the single-year taxation 


highly 


rule of 
and indicated no belief in that once 
rated concept.” 


As a result of the Court’s opinion, a new 


variation may arise in the situation where 
a capital transaction in the early year is fol- 
further relating to this 


transaction in a succeeding year. In the 


lowed by income 


Commissioner. To avoid any confusion to the 
reader, the case has been labeled the Bauer 
case throughout this article 

*See 344 U. S., at p. 8 ‘The losses 
fall squarely within the definition of 
losses We see no reason for 
Bauer a preferred tax position.’’ 


° The Court used these sections in 
of its holding: 26 USCA, Secs. 23; 115 
(d)(2), (e); and 3ll1(a) 

”“*\ithough the Court did say that its holding 
did not breach the principle that each taxable 
year is a separate unit for tax accounting pur 
poses. At 344 U. S. 10, Justice Douglas wrote 

But if it is the law [single-tax rule], we 
sheuld require observance of it—not merely 
by taxpayers but by the Government as well 
We should force each year 


footing 


here 
‘capital 
giving 


defense 
117(b), 


to stand on its own 
whoever may gain or from it 


na particul 


lose 


r case 
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Dobson case," the taxpayer sold stock at a 
loss and in a later year filed suit to rescind 
his purchase of stock, which suit was com- 
promised by the seller. The settlement was 
held to be ordinary income despite the prior 
capital loss. The same result occurred in the 
Griffiths case ™ under similar circumstances. 
In the minority report in Bauer, Justice 
Jackson brings out this point by inquiring 
what would happen if there were any re- 
coveries (instead of losses) after liquidation. 
Could they be regarded as capital gains? 


It should no too difficult to 
foretell the decision of the Supreme 
Court in the Bauer case would be. The “loop- 
hole activities of Congress and the 
corresponding favorable decisions of the courts 
in the past few years gave indication of a 
trend that could not be overlooked. Even 
though a few individuals will be hurt eco- 
nomically, it seems that the decision is fair 
and equitable when the majority of the na- 
tion’s taxpayers are considered—for they 
the who have to make up the 
deficit caused by the stockholder transferee 
who is able to consider his payments of a 
former corporate liability as an ordinary loss 
while he can take his gains as capital gains and 
pay a tax on only one half of his gain. 


t 


hav ce been 


what 


closing” 


a 


are ones 


There are several possible solutions to the 
stockholder transferee problem; a few of 
them given the conclusion to this 
article. Lawyers will probably counsel their 
clients to avoid any situations that might 
arise similar to those in the Bauer and 
Switlik cases. It would be simple enough to 
have the liquidated corporation retain part 
of its liquid assets in a contingent liability 
fund for a time before making the final dis- 
tribution. Any postliquidation liability could 
then be handled without any problem to the 
stockholder transferee 


are 


as 


Perhaps the reopening of prior returns ® 
might help solve the problem. This practice 
was used many times in the past. The tax- 
payer could reopen his tax return in which 
he had reported receipt of the liquidating 


61 Dobson v. Commissioner, 44-1 ustc { 9108, 
320 S. 489 (1943), rehearing den. 44-1 ust 
§ 9193, 321 U. S. 23 The Court based its opin- 
ion the fact that the taxpayer had realized 
no economic gain and had obtained no tax 
benefit for the loss deduction 

62 Griffiths v. Helvering, 40-1 ustc % 9123, 308 
U. S. 355 (1939) The taxpayer had formed 
and controlled a corporation solely to sell his 
stock The corporation received a conveyance 
of the stocks, sold them to purchasers, received 
the purchasers’ money and agreed to pay it 
over to the taxpayer in annual installments 

Justice Jackson favors this method, for 
the di th Bauer case, he stated at 
U. S Congress might have allowed 


on 


in 
344 


ssent in € 


1( 


Stockholder Transferee Liability 


dividend, adjust downward the original capi- 
tal return to reflect the loss from subsequent 
payment and collect a refund. 


Another logical conclusion to be drawn 
from the Supreme Court ruling in the Bauer 
case is that there will be a change in the 
method of liquidating assets. There are now 
three major methods of liquidating the assets 
of a corporation: 


(1) The corporation sells the assets and 
then turns the proceeds over to the stock- 
holders. However, as this method results 
in a double tax it is usually discouraged. (2) 
The corporation turns over the liquidating 
assets to the stockholders, who then dispose 
of them. This method makes the stock 
holder transferee liable for any unpaid taxes 
or claims against the corporation, as in Bauer 
and Swithk. A simple method of avoiding 
the Bauer or Switlik problem is to request 
the director of internal revenue to assess 
and collect the taxes before the corporation 
is dissolved. This method is provided by 
law.* (3) The stockholder sells his stock 
instead of dissolving the corporation. 


From the result of the Bauer ruling (method 
2) and because of the double tax conse- 
quences (method 1), it is evident that the 
safest method to stockholder is the third 
method. By using it, there will be no double 
tax on the gain nor will the stockholder be- 
come liable as a stockholder transferee, if 
such a course is possible. 


It is well known that decisions of the 
Supreme Court are final—but it is also well 
known that the once-favored decisions of the 
majority members are sometimes reversed 
in later years. So perhaps a statement made 
by Justice Jackson in the dissenting opinion 
in the Bauer case might very well become 
the majority opinion in the future: “TI still 
think the Tax Court is a more competent 
and steady influence toward a systematic 
body of tax law than our [Supreme Court] 
sporadic omnipotence in a field beset with 
invisible bcomerangs.” ® [The End] 


tax returns of the prior year to be reopened or 
readjusted so as to give the same tax results 
as would have obtained had the liability become 
known prior to liquidation.’’ 


“EF. M. F 
(1927); EH. F 
1164 (1927) 

® Code Secs. 275 and 276 allow a 
to make a written request to the director of 
internal revenue to assess and collect taxes 
before dissolution of the corporation, This writ 
ten request reduces the limitation period for 
collection of such taxes to 18 months from the 
date of the written request 

* 344 U.S., at p. 12 


Leflang, CCH Dec. 2111, 6 BTA 4 
Cremin, CCH Dec. 2074, 5 BTA 


- 


7 corporation 





Special 
Business Problems 


Failure to Appreciate the Interrelation 


of the Code Sections Involved 


Has Resulted in Confusion 


Corporate Assistance in Sale of 


sells all of his 
another in a bona fide 


| F A SHAREHOLDER 
stock directly to 


transaction, the tax 


consequences are obvious. 
The seller has a capital gain or loss, depend- 
ing on the basis of his stock and the value 
of the consideration received.’ 
tax effect on the 


a basis for 


There is no 
that he has 
his newly acquired stock equal 
to the amount paid.* If the 
first liquidates the 


sells the 


buyer save 
shareholder 

and then 
assets directly to the purchaser, 
he has capital treatment on the liquidation 
and the purchaser’s tax consequences are 


corporation 


the same as above.’ 


However, in 


many situations the 


pro 
want to pay for 


all of the stock out of his own pocket. If 


spective 


purchaser will not 


he wants to acquire the corporation intact, 
a liquidation followed by a sale of the assets 


is out. To effectuate a sale under such cir- 


cumstances he may look to the corporation 


for assistance in paying for the stock. 


' Code Secs 
Code Sec 
‘Code Sec. 115(c) Amounts distributed in 
complete liquidation of a corporation shall be 
treated as in full payment in exchange for the 
stock, and amounts distributed in partial liqui- 
dation of a corporation shall be treated as in 
part or full payment in exchange for the stock.”’ 
‘The seller may also be opposed to a liquida- 
tion followed by a sale His opposition might 
stem from a desire to avoid any possibility of 
double taxation under the rule in Commissioner 
v. Court Holding Company, 45-1 ustc § 9215, 324 
U. S. 331 In that case the Court treated the 
transaction in question—formally a sale by 
stockholders of property conveyed to them 
in liquidation—as a sale by the corporation 
This resulted in the imposition of two taxes 
one on the corporation on the sale and another 
on the shareholders as a result of the liquida- 
tion 
If the purchaser is an existing shareholder 
he will probably turn over all the stock pur- 
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111 and 117 
113(a) 
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This paper 15S 
effect of the 
where 


concerned with the tax 


corporate assistance in cases 


such an arrangement is employed 
The problem is presented in a number of 
different factual patterns, but common to all 
are a stockholder who wants to sell all of 
his interest in the 
who wants 
mediately but 


of the 


corporation and a pur- 
to acquire control im- 
does not want to pay for all 


his personal assets. 


chaser 
stock out of 


Wall Case 


Suppose B, who may be an existing 
shareholder or an outsider, contracts to buy 
S’s stock and become the sole shareholder. 
After the turns 
into the corporation and it bears the burden 


of purchase either by reimbursing B for the 


sales transaction B shares 


money he paid S or by paying directly to 
S on made by 


115(g@)° 
that the cor 


Payments 
W ill be 


B’s obligation. 
taxed as 
B to the extent 


the corporation 
dividends to 


chased However, the same rules will apply 
where an outsider holds on to part of the stock 
and turns the balance over to the corporation 

®*Code Sec. 115(g) (1) If a corporation 
cancels or redeems its stock (whether or not 
such stock was issued as a stock dividend) at 
such time and in such manner as to make the 
distribution and cancellation or redemption in 
whole or in part essentially equivalent to the 
distribution of a taxable dividend, the amount 
so distributed in redemption or cancellation of 
the stock, to the extent that it represents a 
distribution 0% earnings or profits accumulated 
after February 28, 1913, shall be treated as a 
taxable dividend.”’ 

A general discussion of the interpretation of 
Sec. 115(g) is outside the scope of this article 
For such a discussion, see Bittker and Redlich 

Corporate Liquidations and the Income Tax,”’ 
5 Tax Law Review 437, 465 (1949): Gormick 

115(g),’’ 78 Journal of Accountancy 60 (1948) 
Murphy, ‘Partial Liquidations and the New 
Look."’ 5 Tax Law Review 73 (1949) 
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Stock 


By FREDERIC A. NICHOLSON 
Member of the New York Bar 


poration has earnings or profits.’ In the 
contended that it 
all should be treated as a single transaction, 
that 1s, B directly to the corpo- 
It would then follow that he did not 
cancel or redeem the 


subject to taxation under 115(¢). 


cited cases the taxpayet 
a sale from 
ration. 
stock so as to be 
In each 
examined the facts 
and held that the taxpayer actually engaged 
in two transactions 


case the court closely 


a pur hase by the 
surrender of 


tax- 


payer and a 


stock for re- 
de mption It was so held even though the 
taxpayer have 


arranged to the purchased 


directly from the 
corporation.” \ 


with this 


Stoc k 


pass seller to the 


taxpayer was successful 


single-transaction contention in 
from S 
purchased 
There 


st rck- 


Harrison,” where after the sale 


the corporation acquire d the 


{ 


stock paid him 


from B and cash 


urt found that the purchasing 


vas acting as agent of the corpora- 


the time of the initial transaction 


B and S it was the corporation’s 


intention to take the stock off of B’s hands 


when it had sufficient funds.”* The reason- 


ing in that decision clearly was not applica- 

Wall v. ft S., 47-2 ustc 9 9395, 164 F 
462 (CCA-4): Lowenthal 1 
UST § 9345, 169 F 


(2d) 
Commissioner, 48-2 
(2d) 694 (CA-7); Iverson, 
CCH Dec. 8372, 29 BTA 863 (1934); Holloway, 
CCH Dee. 18,722(M), 10 TCM 1257 (1951), aff'd 
per curiam 53-1 wus1 { 9378, 203 F. (2d) 566 
(CA-6) , 
’ Holloway, cited at footnote 7 
»44-2 ustc § 9512, 145 F. (2d) 
’ Actually the circuit court 
tion to ascertaining that there was a rational 
district court finding that this 
was not essentially a dividend to the buyer 
Wall v. U. 8., cited at footnote 
Lowenthal 1 
note 7 
Holloway, cited at footnote 7 


521 (CCA-7) 
limited its func- 


basis for the 


cited at 


Commissioner, 


foot- 


Corporate Assistance in Sale of Stock 


ble in subsequent cases where there was 
personal liability on B,“ where there was 
no evidence in the contract between buyer 
and seller that the corporation was in- 
volved * or where there was no corporate 
resolution authorizing a purchase prior to 
the agreement and the testified that 
he did not make his offer to sell to the 
corporation.” However, the cases do not 
negative the possibility of avoiding 115(g) 
in this type of transaction. The district 
court’s opinion in the Wall case might sug- 
gest such an all-inclusive rule,“ but the 
circuit court opinion in Wall, generally re 
garded as the this area, 
cites authority that suggests the purchaser 
had an alternative method that would have 
avoided taxation.” 


Sé llet 


leading case in 


Presumably, if the cor- 
poration had been involved in the original 
buy-and-sell agreement and there 
personal liability on the taxpayer, the Fourth 
Circuit would hold that payments made by 
the corporation were not 
taxpayer. 


was no 


dividends to the 


There is no reported authority as to the 
effect of corporate payments to a buyer in 
a case where he is obligated to pay for the 
stock only in the event that the corporation 
is unable to do so. In S. K. Ames, Inc.,"* 


the taxpayer stock of 


bought the common 
X corporation and also agreed to “purchase 
or cause to be purchased” on installments 
the seller’s preferred stock in X 


tion 


corpora 
The corporation purchased the pre 
ferred stock. The board held that corporate 
payments were not dividends to the tax 


The holding is 
that the taxpayer 


payer based on the fact 
did not have an absolute 
obligation to purchass 
and that title to the 


the taxpayer 


the preferred stock 
stock never passed to 
Ames decided 
the Wall-type cases, it’s questionable 
whether it is still good law. It is true that 
the unequivocal liability of the 


Was before 


and 


shareheldet 
in the Wall case can be distinguished from 
the conditional obligation of a shareholder 

447-1 ustc §9178 (DC Va.) Here the 
court imposed a dividend tax on the theory 
that the corporation was the alter ego of the 
taxpayer. Such a disregard of the corporate 
entity would create uncertainty as to the tax 
effect of corporate assistance in all stock sales 
of closely helé corporations 

The court quoted from Woodruff v. Com 
missioner, 42-2 ustc { 9743, 31 F. (2d) 429 
(CCA-5): ‘“ if a taxpayer has two legal 
methods by which he may attain a desired 
result, the method pursued is determinative for 
tax purposes without regard to the fact that 
different tax results would have attached if 
the alternative procedure had been followed.’ 

%* CCH Dec. 12,505, 46 BTA 1020 (1942) 





The author is employed in the 

tax department of the law firm 

of Mitchell, Capron, Marsh, Angulo & 
Cooney, New York City. 


who must 


pay for the stock only if the 
fails to do so. In the latter 
case he is more like a guarantor of payment 
than one personally obligated, In Ray Eden- 
field™ the shareholder was held not taxable 
on corporate payments although he put up 
his stock as security for corporate payment. 
Of course, this really added little to the 
promise since the stock would 
probably be of negligible value in the event 
that the corporation could not make pay- 
ment Certainly the taxpayer’s position 
there is different from that of one who, in 
effect, pledges all of his personal assets in 
the event that the corporation can’t make 
payment Future 


corporation 


corporate 


cases determining the 
taxability of a conditionally obligated share- 
holder will probably be concerned with the 
distinction between a personal obligation 
and a guarantor, or surety-type, obligation 
Many subscribed to the 
theory that the tax laws deal with realities 
and not legalistic distinctions.” It is sub- 
mitted that if the conditional obligation dis- 
tinction was put to such a broad test, it 
would fail to protect the shareholder from 
taxation. 


decisions have 


Edenfield and Zenz 


In Ray Edenfield™ B, an outsider, purchased 
part of the shareholder’s stock for 
cash It was agreed that the shares not 
purchased by B would be surrendered to 
the corporation in exchange for corporate 
mortgage bonds. The Tax Court held that 
payment on the mortgage was not income 
to B since he was not personally liable. The 
conclusion is supported by the language of 
the agreement between buyer and _ seller 
and the fact that the seller, needing ready 
was willing to settle 
personal liability on the balance. The Eden- 
field case is with the dictum in 
Vall and the Commissioner has acquiesced 
in the decision.” 


sole 


cash, for less than 


consistent 


CCH Dec. 19,236, 19 TC 13 (1952). 

*% Corliss v. Bowers, 2 ustc 9 525, 281 U. S. 376 
(1930); Griffiths v. Helvering, 40-1 ustc § 9123, 
308 U. S. 355 (1939); Moore v. Commissioner, 
41-2 uste 9 9766, 124 F. (2d) 991 (CCA-7). 

” Cited at footnote 17. 

B. 1953-13, 1. 
stc { 9418, 106 F. Supp 
rev'd 54-2 ustc § 9445 (CA-6, June 11, 1954). 

*Code Sec. 115(c) See footnote 3 

* Regs 118, See. 39.115(g)-1(a)(2): “On 
the other hand, a cancellation or redemption by 
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57 (DC Ohio), 


August, 1954 @ 


The case of Zenz v 
facts similar to FEdenfield, but 
government raised the question as to the 
effect of corporate payments on the seller. 
B, an outsider, wanted to purchase com- 
plete ownership of the corporation, How- 
ever, there was a large surplus in the 
corporation which, for tax reasons, B did not 
want to assume. B and the stock- 
holder of the corporation agreed that the 
stockholder would sell part of her stock 
to B for cash and notes, and later sell the 
remainder to the corporation for an amount 
approximately equal to the earned surplus 
of the corporation. The seller reported 
capital gain on the corporate distribution 
under the theory that it was a distribution 
in partial liquidation.” ‘The court held that 
the distribution from the corporation was a 
dividend under Section 115(g). Since the 
seller had no stock in the corporation after 
the distribution the decision appears to be 
in opposition to the rule that 115(g) does 
not apply to taxpayers who retain no 
interest in the corporation after the redemp- 
tion.” The court was aware of that limita- 
tion and held that it was inapplicable. This 
suggests that it chose to disregard the order 
of the transactions and treat this, first, as a 
redemption and, then, as a sale of the re- 
mainder of the taxpayer’s stock to the 
outsider. Such an would appear 
to be the only imposing 
Section 115(g). However, it is not con- 
sistent with the court’s conclusion that the 
whole transaction “has the definite appear- 
ance of a single operation.” ™ 


Ouinlivan™ presented 
here the 


sole 


analysis 


logical basis for 


In support of its reasoning, the court cites 
authority that recognizes a “net effect” 
theory in Section 115(g) cases. However, 
the cases on which it relies were ones where 
the taxpayer had the almost the 
same, proportion of stock ownership after as 
before the redemption.” Section 115(g) was 
held applicable on the theory that the net effect 
of distribution, than and 
plans of the taxpayer or the corporation, is 


Same, or 


rather motives 
the fundamental question in administering 
that section. 


The same theory was applied 
in Boyle v 


Commissioner,” where the three 


a corporation of all of the stock of a particular 


shareholder, so that the shareholder ceases 
to be interested in the affairs of the corpora- 
tion, does not effect a distribution of a taxable 
dividend.”’ 

* 106 F. Supp., at p. 59. 

% The cases relied on are Flanagan v. Helver- 
ing, 40-2 ustc § 9710, 116 F. (2d) 937 (CA of 
D. C.); Hirsch v. Commissioner, 41-2 ustc § 9782, 
124 F. (2d) 24 (CCA-9) 

% 51-1 wustc £9196, 187 F. 
cert. den. 342 U. S. 817 (1951) 


(2d) 557 


(CA-3), 
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principal stockholders ended up_ holding 
shares in the same proportion as they had 
held before the transactions. There was a 
series of redemptions involved in Boyle but 
the court noted that the transactions had 
“too many appearances of being interrelated 
parts of a single operation to discard the 
suggestion of the Flanagan case” (that is, the 
net effect test). Perhaps the court in Zenz 
had that decision in mind when it referred 
to the “definite appearance of a single oper- 
ation.” However, here again it would be 
relying on a case where the taxpayers re- 
main shareholders with the same propor- 
tional stock ownership after as before the 
redemption 
Even if we 
stocl 


that the seller first 
then sold the balance 
to the remaining shareholder, a strong argu- 
ment may 
of 115(¢). 


taxpaye! 


assume 
redeemed and 
be made against the ijnposition 
In Carter Tiffany,” although the 
still a stockholder of record 

the redemption date, 115(g). was not 
imposed retained a 
beneficial stock interest in the coyporation. 
Prior to the redemption he had delivered 
his remaining stock, endorsed in blank, to 
another; and after the redemption he had 
never participated in any corporate activity 
This does not appear to stretch the lan- 
regulation unduly, since it 
reference to the shareholder’s in- 
terest in aftairs.” In 
purposes the 


Was 


because he no longer 


guage of the 
makes 
corporate addition, 


for tax courts consistently 


treat closely related transfers as integrated 


parts of a single plan and, therefore, as, in 


effect, a single transaction.” In a case where 
a shareholder parts with all of his interest 
in a corporation, partly by outside sale and 
should look to 
the final effect to determine whether 115(g) 
that the 
sale and the corporate redemption are re- 


partly by redemption, we 


is applicable. Assuming outside 


lated parts of an over-all plan and the time 
lapse between them is not too long, then 
it should make no difference in what order 
they occur. In either case, sale first or redemp- 

7*CCH Dee 
1951-2 CB 6 

% See footnote 23 

** Heller v. Commissioner, 45-1 ust 
F. (2d) 376 (CCA-9), cert 
(1945); Starr wv 
82 F. (2d) 964 
680 (1936); 


18,387, 16 TC 1443 (1951), nonacq 


7 9169, 147 
den. 325 U. S. 868 
Commissioner, 36-1 ustc { 9217, 
(CCA-4), cert. den. 298 U. §S 
Morgan Manufacturing Company 1 
Commissioner, 42-1 ustc { 9176, 124 F. (2d) 602 
(CCA-4, 1941): Helvering v. Elkhorn Coal Com- 
pany, 38-1 ustc { 9238, 95 F. (2d) 732 (CCA-4, 
1937), cert. den. 305 U. S. 605 (1938); Chester 
Spangler, CCH Dec. 19,183, 18 TC 976 (1952) 

” The earned surplus amounted to $48,629.50 
The stock was purchased by the corporation 
for $48,190 


Corporaie Assistance in Sale of Stock 


tion first, the shareholders who have parted 
with all interest in the corporation should 
not be taxed under 115(g). 


The straining in the Zenz case to reach 
dividend income appears to 
from the belief that the corporate 
distribution came solely from earned sur- 
plus. 


a decision of 
result 


The incoming shareholder expressed 
a desire to purchase a corporation that was 
free of any earned surplus, and the amount 
distributed to the taxpayer was approxi- 
mately equal to the earned surplus of the 
This led the court to con- 
clude that the incoming shareholders took 


0 
corporation. 


over a corporation that had no earnings and 
profits so far as future distributions were 
concerned.” 

The Code and 
such 


that 
source of the 
distribution is incorrect. 115(c) 
with limitations not applicable 
here, that in the case of amounts distributed 
in partial liquidation the part of such dis- 
tribution which 


Regulations indicate 
a conclusion as to the 
Section 


provides, 


properly is chargeable to 


capital account shall not be considered a 


distribution of earnings of profits 


Regulations 118, Section 39.115(c)-1 recites 
this provision of the Code” and then makes a 
39.27(g)-1. Un- 


der the latter regulation the amount charge- 


cross-reference to Section 


able to capital account would be the amount 
representing the par or stated value of the 
stock with respect to which the distribution 
is being made plus that stock’s proper share 
of paid-in Although the 
of Section 39.27(g)-1 is to 


corporation’s dividend-paid credit for 


surplus purpose 


determine the 
dis- 
tributions in liquidation, its incorporation by 


reference into Section 39.115(c)-1 indicates 


that it is to be applied in determining the 
nature of future distributions. 


In addition, the decisions involving this 
question hold that the corporate distribution 
does not come solely out of surplus from 


either the corporation or the shareholder's 

‘106 F. Supp., at p. 61: “‘It appears that a 
circuitous approach was then implemented 
which resulted in the end in plaintiff receiving 
the earned surplus of the corporation and in 
Koder and Jackson being relieved of the neces- 
sity of purchasing the earned surplus with its 
incumbent tax liabilities."’ 

® Regs. 118, Sec. 39.115(c)-1(c) ‘In the case 
of amounts distributed in partial liquidation 
the part of such distribution which is properly 
chargeable to capital account shall not 
sidered a distribution of earnings or profits 
within the meaning of section 115(b) for the 
purpose of determining taxability of subsequent 
distributions by the corporation."’ 


be con- 
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standpoint.” In Helvering v. Jarvis” the 
concerned the 


distribution in 


issue presented 


extent to 
1935 should 
‘J his ce pe nded 


earnings in the 


which a corporate 
be taxed toa 
on the 


tion 


shareholder 
amount ot! corpora 
Such amount in turn depended on the 
effect of a partial liquidation (that is, a re 
demption of 1,000 shares) in 1934. The 
contended that the entire 
1934 should be charged 
to the account of the 
This would mean that the 
in 1935 was large 


dend tax on the 


Commissioner 
amount distributed in 
capital corporation 
earnings account 
enough to support a divi- 
distribution in that 
allocated the 

capital and 


earning accounts, and held that part of the 
1935 dist: le.™ 


entire 
yeatl However, the court 


1934 distribution between the 


ibution vas not taxable 

If the amount distribute d exceeds the pat 
then 
and 
extent of the 


or stated value of the stock retired, 


the excess is chargeable to 


profits 


earnings 
Therefore, to the 
115(c) 


the general rule of 


excess, constitutes an 


115(a) 


carnings 


Cx eption to 


which regards 


distributions of and profits as 


ordinary income. This conclusion is in line 


with a Supreme Court decision holding that 


the part of a liquidation distribution repr« 


senting earnings was not to be 


segregated 


and treated as an ordinary dividend 


Therefore, under certain circumstances 


court feared in the Zen 


achieved—that is, the pur 


the result that the 


Cant Way be 


chaser may take over the 


corporation with 


a depleted 


earning and 


profits account 
For cases where the issue was the amount 
of the corporation's dividend-paid 
Nordberg Manufacturing 
18-1 ustc § 9189, 166 F 
Brothers &@ Cox, Inc. v. Commissioner, 
{ 9650, 138 F. (2d) 774 (CCA-6) 
Investment Company, CCH Dee 
648 (1942) Shellabarger Grain 
pany, CCH Dee. 15,265, 2 TC 75 (1943). aff'd 
except for modification on another point, 44-2 
uste {| 9527, 146 F. (2d) 177 (CCA-7) For cases 
where the issue was the effect on the share 
holders with respect to future corporate dis 
tributions, see Helvering v,. Jarvis, 41-2 ust 
{ 9752, 123 F. (2d) 742 (CCA-4): Alexander H. 
Rice, CCH Dee. 12,919-C TCM 245 (1942) 
‘Cited at footnote 33 
The formula for allocation 
 M. 23450, 1 


credit, see 
Company wv. Kuhl, 
(2d) 331 (CCA-7): Fowler 
13-2 ust: 
Woodward 
12,449, 46 BTA 


Products Com 


described in 
12-2 CB 19 It is essentiall: 
as that prescribed in the Regulations 
for computing the dividends paid credit 
Sex 27(g) It means in 
allocation of the redemption price to capital will 
be that portion of capital represented 
by the shares retired The rest is allocable to 
earnings 


under 
effect 


stated 


For a discussion of the tax problems relative 
to partial liquidations, see Albrecht, “Divi 
dends and Earnings on Profits.’’ 7 Taxv Lau 
Review 157, 200 (1952); Drye, ‘‘Earned Surplus 
and Its Tax Problems for the Stockholder,"’ 4 


648 August, 


that the 


1954 e 


although the shareholder was 
taxed at capital gain rates on the corporate 
distribution. ‘This would be the result in 
the case where a seller’s stock had greatly 
appreciated over the par or stated 
He could sell a number of 
directly to the purchaser who is to become 


departing 


value 
small shares 
the sole shareholder, and retire the balance 
at a price far in stated 
To prevent this, a court would have 
depart from the accepted propo 
sition that 115(g) does not apply to a share 
holder who 

overrule the 


excess oO! par or 
value 
to either 
redeems all of his stock or 
Edenfield case 
purchaser on the corporate distribution al 
though he was not 

Some of the 
resulted 


and tax the 
personally liable 

this area has 
appreciate the 
interrelation of the Code sections involved 
Section 115(c) is an exception to 115(a) 
in that it allows certain corporate distribu 


contusion in 


from a failure to 


tions (complete and partial liquidations) to 
escape taxation as 
though the corporation has 
profits. Section 115(g) is an exception to 
the exception in that it treats certain corpo 
rate distributions that 
under 115(c) as dividend 


cancellation or 


ordinary dividends al 


earnings oO! 


would otherwise come 
Income Since 
any redemption of stock 
a partial liquidation,” the only 


115(c) 


redemption is 


qualifies as 


obstacle against capital gain- treat 


115(¢) That 


thought of as a 


ment on a 
section may be itchdog 


partial liquidation pre 


against abuse of the 
’ Therefore, 


on thre 


when the proceeds re 


redemption ot tock are 


Tax Law Review 421, 429 
article cited at footnote 6 
Under the Income Tax Law,’’ 89 University of 
Pennsylvania Law Review 8€5, 898 (1941) 

Regs 118, Sec 39.115(a)-3(¢) (5) ‘In 
the case, however, of amounts distributed in 
liquidation the earnings or profits of the 
corporation making the distribution are di 
minished by the portion of such distribution 
properly chargeable to earnings or profits ac 
cumulated after February 28, 1913, after first 
deducting from the amount of such distribution 
the portion § thereof capital ac- 
count 

Hellmich 1 
233 (1928) 

*Code Sec 


(1949) Murphy 
Rudick Dividends 


allocable to 


Hellman, 1 ustec § 285, 276 U. S 
115¢1) ‘As used in this section 
the term ‘amounts distributed in partial liquida- 
tion’ means a distribution by a corporation in 
complete cancellation or redemption of a part 
if its stock, or one of a series of distributions 
in complete canceilation or redemption of all 
or a portion of its stock.’ 

‘In 1942, when Congress gave partial liquida- 
tions the same tax treatment as complete liqui- 
dations, the House committee stated “a 
that 115(g) of the existing law is 
adequate protection for preventing distributions 
in partial liquidation from being utilized to dis- 
guise the taxation of a taxable dividend.’’ H. R 
Rept. No. 2333, 77th Cong., (1942) 
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treated as ordinary income, a tax has been 


imposed under 115(g) because the redemp 
tion is “essentially equivalent to the dis 
tribution of a taxable dividend.” But this 
does not mean that the redemption failed 
to qualify as a “partial liquidation” as the 
115(c). Normally 
make a_ distinction 
that 
liquidations under 


term is used in 
no need to 


there is 
between 


transactions don’t 


qualify as 
115(c) and those that so 
taxed 115(g¢). How 
shareholder who has redeemed all of 
his stock will want to localize the 
dispute to 115(g). He 


in the fact that that se 


partial 
qualify but are unde: 
ever, a 
area Ol 
may then find refuge 
tion does not apply 
to a redemption of all of the 


particular shareholder 


stock ota 


Problem of Lost Basis 


When a taxpayer who redeems stock 1s 


charged with dividend income under 115(g), 
a question is raised as to what happens 
stock he redeemed. Since 
a tax on all of the distribu 
extent of 


to the basis of the 
115(g) mmposes 
tion to the 
with no 


earnings and 
offset for the retired, the 
basis of that stock will be lost unless some 
adjustment is made. Although the problem 
subject of 


pronts 
stock 


has been the speculation in a 


number of legal periodicals,” there appears 
to be no authority involving a determination 
of the 


question, It seems undisputable that 


some adjustment is in ordet 


Section 115(g) is not a penalty provision. 


It merely seeks to prevent a shareholder 
from receiving capital treatment on what 1s 


essentially a dividend 


An adjustment to 
be effected 


prevent this harsh 


result can giving the 


deduction for the lost 


either by 


taxpayer a basis 


or by allowing him to assign the basis to 


” See Katcher, ‘“‘The Case of the Forgotten 
3asis An Admonition to Victims of Internal 
Revenue Code Section 115(g),’’ 48 Michigan Law 
Review 465 (1950); Casey, Stern, Ayers and 
Geller, ‘Negotiating the Sale of a Company: A 
Panel Discussion, Proceedings of New York 
University Eleventh Annual Institute on Federai 
Taxation (1953), at pp. 899, 908 


" Code Sec. 23(e)(2) In computing net in- 
come there shall be allowed as deductions: ‘‘In 
the case of an individual, losses sustained dur- 
ing the taxable year and not compensated for 
by insurance or otherwise 

if incurred in any transaction entered into 
for profit, though not connected with the trade 
or business.” 

See the Michigan Law Review article cited at 
footnote 40 for a discussion justifying a 23(e) 
(2) deduction 


New Colonial Ice Company, Inc, 1 


ing, 4 ustc § 1292, 292 U. S. 435 (1934) 


Helver 


Corporate Assistance in Sale of Stock 


; the selling 


the remaining 
mediate 


stock Ort 
deduction 


course, an im- 
would be more attrac 
tive to the taxpayer, and a feasible argument 
for such a deduction under Section 23(e)(2) 
has been advanced - 
difficult to so 


However, it may be 
extend the purview 
of a deduction section in view of the well- 
established proposition that deductions are 


a matter of legislative grace and are allowed 


ke Tt ysely 


only if there is a clear provision therefor.” 
An allocation of the basis to the 


stock 


remaining 
seems to be the most acceptable 
method of equitable adjustment. It’s true 
that there is no provision in the Code pet 
mitting such an adjustment of basis.“ How 
ever, the general proposition that the basis 
ot property shall be the 
tended beyond its literal meaning 


fairness to the 


cost “ has been ex 
when in 


taxpayer it seemed neces 


sary. Thus, property acquired as a taxable 
dividend in kind or as compensation for 
services receives a basis of its fair market 


value at the time of acquisition.” 


Escrow Cases 


In the next arrangement to be discussed, 
shareholder places the stocl 
final payment by the 


Dividends on the 


in escrow pending 


purchaser stock during 


the escrow period go to the 


seller and, ac 


cordingly, reduce the amount the pur 


chaser must pay to acquire the stock, There 
is no question here as to the nature of the 
corporate distributions. They are clearly 
dividends taxable as ordinary income 


ever, the 


How 
question has arisen as to whethe 


the buyer or seller 


should be charged with 
the dividend 


Phe courts in Moore v. Commissioner “ and 


applied the benefit 
income to the pur 


De Gure v. Higgins * 


theory in attributing 


"But note Sec 
somewhat 
sale 


113(a)(10), which allows a 
analogous adjustment in the wash 
Thus, if a taxpayer sold for $5 
stock that had a basis of $7 and within 30 days 
purchased the same type stock for $6, he 
not be allowed a deduction for a loss on the 
sale However, 113(a)(10) saves him from a 
permanent loss by giving him a basis of $8 
on the new stock ($7, the basis of the stock sold, 
plus $1, the difference between the purchase and 
sales pr.ce) 
"Code Sec 


cases 


would 


113(a) 


“The basis of property 
shall be the cost of such property : 


% Bennet v. Helvering, 43-2 ustc © 9529 
(24) 537 (CCA-2); Countway 1 
12-1 wste © 9401 27 F 
v. Du Pont, 42-2 ust { 9755 i7 F 
(DC Del.): Artis C. Bryan, CCH Dee 
TC 972 (1951) 

" Cited at footnote 18 

17-1 rc § 9165, 159 F 

cert. den, 331 U.S 


137 F 
Commissioner, 
(2d) 69 (CCA-1); U.S 


Supp. 894 


18,262, 16 


(2d) 921 (CCA-2), 


R58 (1947) 
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chaser.” 


held not to be 
dend of the 


Voore case the seller was 


liable for taxes on the divi- 
stock held in escrow pending 
payment by the purchaser. Reviewing the 
same situation from the buyer’s standpoint, 
the Second Circuit in the De 
held 


buyer 


Gure case 
Voore case, that the 
Although it 
title to the stock 

escrow, the court 


consistent with the 

Vas liable 
who had 
held in 


would 


wasn’t clear 
while it 
indicated 
make no difference since it 

ficial use, rather 


was 
that it 
1s bene 


than title, that determines 
| 


vho 1s to be taxe« 
In Levy v. U.S 
provided that the 
ot the stor k pending 
purchaser How 

him not 


“ the escrow agreement 


seller was to remain 
final delivery 
ever, the court held 
taxable on the dividend 
beneficial interest was in the purchaser 


Same pring iple 


since 
The 
was applied in a nonescrow 
retained both title and 
stock, crediting dividends 
against the 


case when the seller 
possession ot the 


from the ” 


stock 


W here the 


gated to 


purchase 


buyer is 


obli 


there is 


personally 
< omple te the 
no difficulty 


purchase, 
] 
clearly 


ately 


in holding him immedi 
a dividend that, in effect, 
reduces the amount ol his obligation.” 
However, where, as in the De 
Moore cases, 


chase 


taxable on 


Guire and 
to complete the put 
would simply result in the purchaser 
forfeiting the amount paid with no further 
obligation, a question 
whether the 


failure 


may be raised as to 


transaction was an option 
Phis calls tor 


tacts to 


rather than a sale 


a realistic 
examination of the determine the 
If it has the 


as a large down pay 


true nature of the agreement 


indicia of a sale, such 
ment and interest 


due, then it 


payments on the balance 
should be 
of the fact that the 


so regarded in spite 
purchaser has no obli 
complete the The 


taxed to thi 


gation to transaction 


dividend is then immediately 


purchaser 


rarded 


‘ 


it ownership of 


as an option then it may 


dividend in 


ome should be suspended until the time 


the optiones eithe 


exercises his 


dividend 


option, 
thereby using the as payment, o1 

“The following is the underlying premise of 
the benefit theory Taxation is not so much 
concerned with the refinements of title as it is 
with actual command over the property taxed 
the actual benefit for which the tax is paid.’ 
Corliss v. Bowers, cited at footnote 18 


* 46-2 ustc { 9357, 67 F. Supp 
" Estate of Arthur 
17 TC 854 (1951) 


' Northern 


958 (Ct 
Hobson, CCH Dec 


Cls.) 


18,637, 


Trust 
S., 51-2 ustc { 9484 
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Company of 
193 F 


Chicago 1 
(2d) 127 (CA-7) 


August, 


1954 °@ 


defaults. In the event of exercise the 
purchaser would be charged with the divi- 
dends during the 


event of 


escrow 
default the 
charged. This 
other escrow cases 
ship of the 
pending the 
ot certain 


period, and in 

would be so 
line with 
where ultimate owner- 
items in doubt 
nonoccurrence 
These hold 
that no income is realized until the doubt 
is resolved. distinction may 
be made where the only condition is the 


exercise of 


seller 
treatment is in 


escrow is in 
occurrence or 

54 
conditions.” cases 


However, a 


a right that accrued to the op- 
tionee as soon as the item of 
existence To 


suspended 


income came 
into counter the theory of 
it may be argued that 
the right to apply the dividend in reduction 
of sales price is an immediate benefit from 
income; therefore, the purchaser should be 
taxed at the time of distribution.* De Guire 
appears to be the only authority on this op 
tion question, and there the court accepted 
the suspension theory. 


income, 


Conclusion 


The following conclusions may be drawn 
concerning the tax results of corporate as- 
sistance in effectuating an agreement by a 


shareholder to sell all of his stock 


(1) When the agreement looks to 
the purchaser for full payment, any corpo 
rate distribution that goes toward the 
faction of his 


sales 


satis 
obligation is 
dividend to the 
whether he 


considered a 
This is 
stock 
turns it in to the corporation in return for 
assume the obli 
gation or whether the stock passes directly 
from the seller to the corporation The 
seller will be taxed at capital rates on the total 
amount 


purchaser true 


first buys the and then 


a corporate promise to 


he receives regardless of the source 


of payment (stockholder or 


(2) When the 
ternately to the 


corporation ) 


looks al 


corporation or the pur 


sales agreement 


chaser for payment, the 


corporate distributions on the 


effect of the 
purchaser is 


not certain. It is that 


submitted this ar 


(Continued on page 664) 


This was the reasoning followed in the 
Moore case, cited at footnote 18. However, in 
De Gutre, cited at footnote 47, the court treated 
the same transaction as an option 

‘Merton E. Farr, CCH Dec. 16,621, 11 TC 
552 (1948): Philip W. McAbee, CCH Dec. 14,8M, 
5 TC 1130 (1945); Leedy-Glover Realty & In- 
surance Company, Inc., CCH Dec. 17,105, 13 TC 
95 (1949), aff'd per curiam 50-2 ustc { 9480, 184 
F. (2d) 833 (CA-5) 

* See Moore and Sorlien 
8 Tax Law Revieu 


‘“‘Homeless Income,’ 
25, 430-431 (1953) 
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Estate 


Problems 


The Authors Voice an Objection to the 


Assumption That a Capital Gain Can Come 
Within the Provisions of Section 126 


Section 126: “Items of 


Gross Income in Respect of a Decedent .. .” 


By WILLIAM H. KRIEG and C. SEVERIN BUSCHMANN, Jr., Attorneys 


Members of Buschmann, Krieg, DeVault & Alexander, Indianapolis 


YECTION 126 of the Internal 

Code provides that “the amount of all 
items ol 
dent” 


Revenu 
‘ 
gross income in respect of a dece- 
not properly included in 
prior tax returns of the dece 
included in the 
the recipient 


which are 
the final or 
dent are gross income of 


other 
steady 


estate o1 beneficiary 
After many years of 
inflation 


dents’ 


appreciation and 


most of the assets of most dece- 


estates contain untaxed balances 


For many 
problems 


which are ultimately cashed in 


years the decedent’s tax have 
death and the estate tax. The 
beneficiaries have started a fresh strain for 
taxation purposes 


ended at 


Now this section, with 
out expressly relating itself to the old con 
cept, transposes the problems of the dece- 
dent to the beneficiary. 


In doing so, believe that 
Congress intended to go no further than to 


solve the Bull-case 


however, we 


situation (below) with 
out intending to tax any capital transaction 
unreported in the final or prior returns 
Our interpretation derives from two sources 
In the first place the 
that 
taxed as such; in the 
113(a)(5) of the 
that the 


by bequest, 


statute does not say 
shall be 
place eC 
Internal 


gross 


income of a decedent 
second 
tion 
Code 


ceived 


states basis of 


property re 
devise or inheritance 


shall be the fair market 


value at the time 


of acquisition. Because of these two factors 
there has been very little litigation or detet 
minations in Section 126 


connection with 


Historical Background 
Prior to 1934 a 


contained only 


final 
income as 


decedent’s 


such 


return 
was In- 


Section 126 


Revenue 


cludable in accordance with the method ot 


accounting employed. Any increment there 
attribu 
table to his capital or labor was subject only 
to an estate tax. There was apparently one 
exception to this rule at the time. The facts 
in Bull v. U. S., 35-1 { 9346, 295 U.S 
247, were that the decedent had agreed with 
his partners that the decedent's estate would 
participate in the profits of the partnership 
enterprise after death 
excluded the 


after received by his beneficiaries 


USsT¢ 


The Supreme Court 
earned subsequent to 
death from the decedent’s estate and charged 
W hile 
the Bull case refunded the 
taxes because the 
quent to death property of the 
decedent, the court in U. S. v. Archer, 49-1 
ustc § 9282, 174 F. (2d) 353 (CA-1), doubted 
that there was any difference 
contingent 


sum 


it to the estate as taxable income. 
the decision in 


estate earnings subse 


were not 


because this 
income as an asset subject to 
the provisions of Section 113(a)(5) had no 
basis as a 
actual receipt by the 
recipient 


matter of evaluation 


prior to 


beneficiary or other 


In 1934 Congress was said to have been 
not so concerned with any exemption from 
federal income taxes as it concerned 
with the idea that the taxpayer on the cash 
basis nad an _ unfair 

accrual-basis taxpayer. 


Was 


advantage over the 

The Revenue Act 
of 1934 amended the accounting provisions 
to provide that “in the case of the death 
shall be included in 
computing net income for the taxable period 
in which falls the date of his death, amount 
up to the date of his death if not 
otherwise properly includible in respect of 
suck period or a prior period.” 


of a taxpayer there 


accru¢ d 


651 





In 1941 the Supreme Court in 
I:nright v. Helvering, 41-1 use 
( S. 636, was met with the 


which tl 


Vile 


I state of 
q 9356, 312 
situation in 
ie decedent on the cash basis was in 


a partnership also on the cash basis where 


the partnership had earned but not received 
fees In addition, the partnership agree 
ment ave the decedent his portion of pal 


tially earned The 


not only partnership on the a 
accounting but also included 


lees Supreme Court 
plac ed the 
crual basis Ol 
the unearned fees in the final return, stating 
the problem was not in determining what 

mie im resp¢ ct ola decede nt, 

rit The Court went 

ol “amounts 
death 
but also 


an intention to inclu all 


were not 
evinced 
rights to, of 
items of, income in the final return no 
To use the 
meaning of 
date of his 


matter how contingent 


languas “The 


crued up to the 


Court’ 
‘amounts a¢ 
death’ is cle: 
as to fixed salary or wages 


rents, interest, 


for personal similar 


attributed 
There are like de 


services and other 


income which may readily be 
particular period 
such as interest and taxes [citing 

Anderson, 1 ustc § 155, 269 U. S 
+22] Che uncertainty as to the 


arises in the 


mecaninye 
field of personal service from 


items which cannot be 


accounted for on a 


basis of successive equal units of time 


Without reference to Bull v. U. S 


the Court appears to have had 


, wherein 
difficulty 
determining to w the income was at 
tributable Coneress acc pted the 


Ienmright case But 


cleriving 


doctrine 
there was one 
which had to 
that the effect of 
overrule the con 
First National Bank, 
{ 9466, 24 I 


result on an insurance 


oblem therefrom 


corrected \ssumuing 

nright case was to 
clusion found in 
eta r 


Supp 


Seattle 
Hlenricksen, 38-2 ust 


56 (Wash . the 


as to include ten to 1 


tingent renewal 


return at the 


COMMAMS 
Same tite 
due Obviously the 


sful insurance 


tax Was 
men would 


totalling a 


owe 
imcome taxes 


holdings Congress there 
42 the line 


mayor 
por! tion 


fore del tion “amounts 


accru 


and 


date of his death” 


substit 


death 
income is computed 


oft the 


Case 
ota taxpayt 


upon the basi 


accrual method of 


accounting, amounts 


accrued only by 
reason taxpayer shall 
net mcome 


ot 


August, 


Wwa4 0 8 


the taxpayer's death.” Section 126 
added to the Code, including “the item of 
income in respect of the decedent” in the 
income of the beneficiary receiving the right 
(Report Number 1631, Senate Finance Com- 
mittee, and Number House 
Ways Means Committee, Seventy 
seventh Congress, Second 


Was 


Report 2335, 
and 


session). 


It is 
Treasury 


interesting to note also that the 
asked for, but did not receive, a 
revocation of the fair-market-value basis at 
the date of the beneficiaries’ acquisition. See 
Hearings Before the Ways and Means 
Seventy-seventh Congress, Sec 
ond Session, on 1942, 
page 89. C Section 22 
(b)(3), 


Committee, 


Revenue Revision ot 
ongress did amend 
offset the exemption 
of the bequest of an annuity derived from 
income or corpus. Cf. Burnet v. Whitehouse, 


2 ustc ff 712, 283 U. S. 148 


howeve r, to 


Current Decisions 


Income from Personal Services.—In the 
interpretation of 126, the 
have as yet had little difficulty settling the 
problem set forth in the Enright case, which 
“arises in the field of personal services 
items which cannot be 


Section courts 


from accounted tor 


on a basis of successive equal units of time 


Anything decedent’s 


attributable to a 
earnings from personal services seems to be 
includable within the 


Section 


income 
126 whether 


meaning ot 
derived under binding 
consideration and no matter to whom pay 
able. ‘The Estate of Fred Basch, 
CCH Dec. 16,050, 9 TC 627, includes in the 


estate’s gross income 


court in 


and 
subject of the 


salary commis 


sions which were not the 


psuedo constructive receipt doctrine becaus« 
were not computed prior to death 
The Estate of Edward Bausch 7% 
Commissioner, 51-1 ustc § 9146, 186 F. (2d) 
313 (CA-2), aff'g CCH Dec 14 TC 
1433, were that the board of directors, sub 
sequent to the 
dent’s 


they 


facts in 
17,728, 


death, voted to pay the dec« 
estate one 


In kc:state of 


additional year’s salary 
Edgar O’Daniel, CCH Dee 
16,343, 10 TC 631, aff'd 49-1 ust 
173 KF. (2d) 966 (CA-2), the 


le val basis 


1 9235 


bonus had no 


It is note that the 
missioner has not made up his mind 
reference to whether this item of 
still can taxation if the 
dies state of Ralph 

Dec 18,183, 16 TC 656, 2-2 
© 9395, 198 F, (2d) 133 (CA-9), pro 
that the item or right to 
none the less corpus of the 


interesting to Com 


with 
mcome 
escape beneficiary 
recipient 


CCH 


UST¢ 


Hluesman, 


aff'd 52-2 


vides income 1s 


estate and not 
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income for 
Internal 


purposes of Section 162 of the 
Code. The question is 
whether Section 126(a)(3) (stating that the 
character of the 
mined by reference to the decedent) can 
refer to the intermediate decedent. Both 
are settled in the Code, H. R. 8300. 


Revenue 


item of income is deter 


new 


Income from Other Sources. 
no decisions holding 


There are 
that income other than 
from personal services falls within the pro- 
visions of Section 126. The Regulations set 
forth, however, that income from the sale 
Section 126 if 
which be« omes 
death, vet 
income otherwise is not reportable in the 


final The 


of property can fall within 


there 


is such a sale a closed 


transaction before where the 


decedent's retur transaction is 


said to be closed when there is a delivery 


o! tl deed or a surrender ol 


The res 


here there Is a 


possession 


ulations originally that 


provided 
A buy-and-sell agreement 
effective at death, the recipient would be 


taxed on the 


excess of! 
decedent's This 
D. 5459, 1945-1 CB 


sale was not 


receipts over tne 


basis changed by 


193, stating that since 


Was 


made during the lifetime 

offset by Section 
Code, without ex 
Section 126 
“items” from the operations of Section 
113(a)(5). 


were to be 
The 


specifically 


the receipts 


113(a)(5) new 


planation, excepts 


lhe Commissioner has also recently come 
196, I. R. B. 1953-20, 
13, which provides that the exercise of stock 
options intended as 


forth with Rev. Rul 


compensation to the 


decedent constitutes a Section 


The 


interest, dividends and like income 


126 item of 


income whether 


] 
question also arises 


derived 
Irom property ar¢ 
decedent. In Putnam v. ( 
q 9234, 324 
Is that such 
regard to the 
ordinary income to the 

s the 


course, the 


items nm respect of a 


ommusstoner, 45-1 


) 


UST¢ [ S. 393, the 


Supreme 
pops forth 
gestation and is tax 


Income 


recipient, 
decedent or the beneficiary 
astute executor can sell 


before it 


stock immediately 
dividend and so take 

creased valuation.) W« 
illustrations ot 


de nt 


rocs cx 
advantage of the in 

think these are truc 
respect ot a dec 
from the 


items in 
if severed 


le atl 


capital before 


Conclusions 
The 


scheme 


section 126 has two interpretations. 


first one is a part of the general 


J Nelson Young Real Estate Contracts 


Outstanding at Vendor's Death,”’ 42 I/llinois 
Law Review 50 (September, 1933) 


Section 126 


of the 
historical 


1942 to 
arising out of 


efface the 
death 
Had 
adopted might 
that 126(a)(3) en 
titled “Character of Income Determined by 
Reference to 


Treasury in 
exemption 
and the imposition of the estate tax. 
Congress this theory one 
even contend section 
Decedent” 
held for 
of a decedent remains such in the hands ot 

a beneficiary 


means that inven 


tory or 


property sale to customers 


think that Congress 
retained the historic 


therefore, the 


Instead, we 
ically 


specil 
exemption; and, 
meaning of Section 126 1s 
intended to go no furthet 


definition of the 


than the precise 
knright case, perhaps 
hoping to eliminate the possibility of another 
Bull case 


Thus, a closed but unreported capital 
transaction is as much entitled to the 


and-sell 


“item” of 


gen 
eral exemption as the buy 
or IT. D. 5459. Can -an 


include contingencies for 


agreement 
incom 
salary purposes 
and yet exclude a binding, specific buy-and 


sell contract? (Of course, the ne 


113(a)(5) 


W excep 
may be offered 
purpo ot permitting a 
lormer position of the 


tion to section 


Tor the precise 


return to the 


Regu 


lations.) Besides, profit from the sale or 


disposition of a capital asset is not an item 
It is a computation. There is no reference 
in Section 126 to another provision of the 
Statute 


concerning capital transactions on 


the contrary, while 
deduct a 


sioned 


there is a permission to 


decedent's p« sonal losses occa 


by the payment of the decedent’s 


taxes, imterest and expenses, ) 


capital 
would 


loss 


appear to be allowed to 
(Would the inability to detet 
mine the decedent’s basis result in a penalty 


even 
offset gains 


failure to maintain adequate 


The 
weight 
possible 


records?) 


problem might not 


sufficient 
about a 


\fter 


all, Congress made no comment concerning 


Car©rry 


if we only worried 


purchase 


were 
simple and sale 
the revocation of the 
of Sections 42 and 43. But, for instance, in 
H. B. Hill, CCH Dec. 1248, 3 BTA 761, an 


individual who purchased contingent 


accounting provisions 


msut 


ance renewal commissions was allowed to 


recover 


Section 


his cost on a declining ratio 
23(1) Under the expressio uni 
Section 126 does not permit 
deduction in the event 
(cf: Southern Pacific ( 
7{ 19, 247 U. S 


net v. Logan, 2 uste 


under 
doctrine, a ae 
that taxpz 
nipan 

330) 


q 7 36, 283 


USsT¢ 


vhere the contingency remaining 





passed might be 
nterest itself. See ( 
ee t 


considered a_ property 
Golonsky, 


(2d) 72, cert. den. 


ommuisstoner % 
? re % 9553, 200 F. 
345 U. S. 939. 


\ case we have been with a 


of Rose J 
584, nonacq. 
reversed by the 


watching 
great deal of interest 
Linde, CCH Dee. 18,554, 17 TC 
1952-1 CB 5, which 
Ninth Circuit Court of Appeals (54-2 uste 
{ 9384). In this case a farmer grew grapes 
which he had turned over to a cooperative 
The Tax Court held that there 

no sale in the turning the 
apes over to the cooperative, but 
time as the « 


‘ isposed o! the 


is the case 


Was 


association 
decedent's 
only 
ultimately 

1orm of 
without 


such ooperative 
crop in the 
re the Tax Court, 


tated 


wine 


further 


reason that since the sale was not 


made during the decedent’s lifetime, 


there 
was no ré portable 


ing ot 


income within the 
Section 126. The appeal was pur 
portedly limited to the contention that there 


“ during the 


mean 


Vv «as A sal 
It should be 


ernment ha 


decedent's lifetime 


noted, however, that the gov 
that the 


taxed as 


always maintained 
disposition of crops must be first 
income to the grantor See, for 
I. T. 3910, 1948-1 CB 15, and compare Rev 


Rul. 196 (the taxable stock option exercise) 

The Ninth itself apparently 
abandoned the arguments of the parties and 
held that a right to income within the 
meaning of Section 126 is a right to collect 
sums of regard to the old 
Without any 


instance, 


Circuit 


without 
realization 


money 


test ot! comment 


the court held in the second issue that 
similar receipts were also subject to a tax 
on the amounts received in excess of basis. 
We think that the court 
As an illustration: A 
which has no 


purposes would 


is clearly 
contingent 


wrong. 
right to 


income estate tax 


basis for 
this opinion be in- 
cluded 200 per cent in income—once under 
Section 126 and once to the extent that it 
exceeds the basis. The Linde case purports 
to follow the Enright rule 
seems obvious that the most 
pretation oft the 
income in 
of the 
many have already determined 
to this extent Section 126 is 
the old Enright rule, either 
cuit case must be 


under 


However, it 
radical inter- 
I:nright case could not tax 
respect of a decedent in 
basis for estate 


excess 
Since 
that 
than 


tax purposes 
CaAadSCS 
broader 
this Ninth Cir 

reversed or there 
end the double 
Linde case. 


must 


be new law to taxation 


called for in the 


We believe that Congress said that death 
is not to be considered a devise for 
within the broad concept of a 
Horst, 40-2 ustc % 9787, 311 


With the exception of receipts 


escap 
ing taxes 
Helvering v 
a Se} 4 

attributable to personal services (which the 
Bull case might be said to conclude cannot 
be capitalized), death causes the loss of an 
estate which is capitalized as in Golonsky 
Our conclusion is, therefore, that 
126 of the Internal 
given a narrow 


Section 
Revenue Code must be 
and limited application 


[The End] 


AN ANNUALLY BALANCED BUDGET 


Particularly in view of the narrow 
ness of the gap federal 
debt and the limit of the 
debt, consideration of ways and means 
ot balancing the federal 
A Senate Joint Resolution, 


between the 
Statutory 


budget is 
pertinent 


recently introduced, is aimed at pro 


method of 
budget on an 


viding a balancing the 


The 
amend the 
United States to 
imposition o1 taxes at 
appropriations, 
Wal or 


annual basis. 


resolution proposes to 
Constitution of the 
provide tor the 
least equal to except 
when the United 
hostility 


external enemy In connec 


time ot 


engaged in open 


with consideration of the resolu 


Senator asked the 


I ennon 


1 
lLLewislative Reterence 


Service to sup 


See John W. Drye, Jr 
i Decedent's Income 8 Taa 
(January, 1953) 


654 


The Taxation of 
Law Review 201 


August, 


1954 


ply a list of the budget deficits and 
surpluses of those nations scheduled 
to receive economic aid 1955 
authorizations. The nations in Latin 
with surpluses are Brazil, 
Columbia, Costa Rica, Cuba, Dominican 
Republic, Nicaragua and Peru. The 
only nation in the Asia-Pacific area to 
have a surplus is the Philippines. In 
the Near East, little Iraq is the only 
nation with a budget surplus 
murope, it’s West 
Republic) 


All othe 
cle ncits, 


under 


America 


and in 


Kerlin (Federal 


nations in the hst show 
them large Phe 
those of 
Kingdom 


Pakistan also 


SOME or 
largest are 
United 


and 


France and the 


India, Ind 


hav Cc lar if 


onesia 


deficits 
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Estate 


Problems 


The Ninth Circuit Has Proposed an Alternative 


Method of Amortization of the 


Estate Tax Value of the Leasehold Interest 


Depreciation and Leasehold Estates 


| By KENNETH L. WALL 


N PRACTICE the accountant 1s 
times confronted with 


some- 
a situation where 
he finds that one of his clients has inherited 
an interest in an income-producing building 
erected prior to the decedent’s death by a 
For federal estate tax purposes the 
Commissioner has followed the policy of 
into consideration the value of any 
improvements placed upon tiie property by 
the lessee, where the lessee 1: 


le ssee 


taking 


under obliga- 
tion upon termination of the lease to yield 
up the building or improveinents in 
class condition and repair. 


first- 


Fundamentally we know that depreciation 
is computed on the cost or other basis of the 
property;’* and that in the case of property 
acquired from a decedent, the cost or other 
basis of such property is ccnsidered to be 
the fair market value at dati of death. In 
fact, the Commissioner has set forth in the 
Regulations that the value of 
federal estate 
deemed to be the fait 


property as 
ax purposes is 
market value at date 
The Board cf Tax Appeals 
early confirmed this conclusion in the David 


Williams decision,‘ but with a qualification 
to the 


evidence of 


appraised 1o! 


of acquisition.” 


effect that unless there is convincing 
another value, tiat determined 

1 Sec. 39.23(1)-4, Regs. 118 

“The capital sum to be replaced by deprecia- 
tion allowances is the cost or crher basis of the 
property in respect of which ihe allowance is 
made (See sections 113(a) and 114.)”’ 

2 Sec. 39.113(a)(5)-1, Regs. 118S— 

‘(b)(1) General rule Except as prescribed 
in subparagraphs (2) and (3) of this paragraph, 
the basis of property acquired from a decedent 
by will or under the law governing the descent 
and distribution of the property of decedents is 
the fair market value at the time of such 
acquisition 

Sec. 39.113(a)(5)-1, Regs. 11: 

Fair market value For the purposes 
his section, the value of property as of the 


Leasehold Estates 


for estate tax purposes is presumed t 
correct, 


oO be 


This brings us to a very important point 
which the Board of Tax 
Appeals clarified in the decision rendered in 
the Stella H. McConnell The fair 
market value applies at date of death re 
gardless of whether the value is the same or 
different from that used for federal estate 
tax purposes. In that case, property of the 
decedent had been valued in the 
federal estate tax purposes in the amount 
of $150,000. The taxpayer introduced, evi- 
dence and testimony to show that the actual 
value was in excess of this amount. The 
court determined the value of the two pieces 
of property to be $265,000, and the Commis 
sioner acquiesced in the decision 


of law, and one 


case ° 


estate lor 


Having thus determined that the basis of 
such property acquired from a decedent is 
the fair market value, we should next give 
consideration to improvements which are 
made by a lessee and which will revert to 
the lessor upon termination of the lease. If 
we look at 39.22(b)(11)-1 of the 
find that it provides that a 
lessor realizes no taxable income in the year 
of erection of improvements by the lessee 


Section 
Regulations we 


date of the death of the decedent as appraised 
for the purpose of the Federal estate tax or 
the optional value as appraised for such pur- 
pose, whichever is applicable as provided in 
subparagraph (3) of paragraph (b) of this sec 
tion, or if the estate is not subject to such 
tax, its value appraised as of the date of the 
death of the decedent for the 
inheritance or transmission 
deemed to be its fair 
of acquisition.”’ 

‘CCH Dee 

~>CCH Dee 
10) 


purpose of State 
taxes, shall be 
market value at the time 


aed 
‘ 


35, 15 B 2 
29 A 32 (acq 


TA 
BT XIII-1 CB 





Mr. Wall is a Seattle, Washington CPA. 


He is a former internal revenue agent. 


"s property ugly. The principle involved was reflected 

the lease, nor may the in his acquiescence in the Charles Bertram 
provements be spread as in Currier and Catherine B. Currier Tax Court 
over the life of the lease decision in 1947,' In that decision the 


describes the exclusion lessor died during the term of the lease, and 


‘Income, ot thi it, the court held that his heir was permitted to 
] 


upon take depreciation deductions on a buildn 

representing the erected by the lessee, based on its fair mar- 

attributable to build ket value at date of death, notwithstanding 

ther improvements made _ that building may have cost decedent noth 

iis section of the Code ing and was occupied under a lease which 

1942 Revenue Act. Since extended beyond useful life of building, and 

instance is not required lessee was under obligation, upon expira 

realized from such im-_ tion of lease to yield up building in first 
uld immediately assume, class condition and repair. 

that neither would he be It ‘ hye 


is to noted that in this decision 
Judge Hill dissented, stating that the basis 


for depreciation of the building in question 


ljust his basis of such prop 


reciation or subsequent gain o1 


in the hands of the legatees is the fair mat 
Section 39.113(c)-1 ket value of the legatee’s interest therein, 
that in the case of ubject to the leasehold at the time of deat! 


has made improve He concluded that the majority opinion was 


tin the hands of the 


based on the fat market value at dat Oo! 
the reversion death unaftiected by the existence of any 
rvvernents to the lessor in a tax leaschold estate 


innin after December 31, - 
bP : In 1950 the Commissioner withdrew 
ssor has re porte d any income } 
acquiescence on this Tax Court decision ; 

ar beginning before January 
. formally nonacquiesced, apparently as 


ason of the erection of the ] 


, result of the litigation involved in Charli 
masis of th property ) F > ' 

, Ph shag. Pearson, Jr., and Helen B. Pearson, CCH 
Dec. 17,295, 13 TC 851, in which the san 


can state that tor u issue was involved. The facts in this case 
improvements by the 


to reflect such income 


were to the effect that taxpayer inherited 


1] CO . OT oO ’ 
taxable mecome rd an imterest in an income-producing building 


the basis of such erected at the lessee’s expense and occupied 
under a lease which extended be vond the 
However, in the case of decedents a prob usetul life of the building. The lessee was 
lem does arise, since the Commfssionet obligated, upon expiration of the lease, to 
nizes the increased valuation to the yield up the building, wear and tear ex 
lent’s estate for improvements made by cepted, in a good tenantable condition. The 

ind usually proceeds to correct the court held that the taxpayer had a basis for 

estate tax purposes accord depreciation based on the fair market valu 


All references are to the Internal Revenue CCH Dec. 15,421, 7 TC 980 (acq. 1947-1 
Code and Regulations pertaining thereto CB-2) 
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of the building at the time she acquired her 
interest in it by inheritance from her mother.” 


The Commissioner appealed the decision 
of the Tax Court and on April 11, 1951, the 
Fifth Circuit denied the depreciation deduc- 
tion, not on the reasoning applied by the 
Commissioner but merely on the 
basis that the taxpayer-heir had 


factual 
failed to 
prove the value of the building on which the 
claim for depreciation was based 


The with the Tax 


Court that though an ancestor-lessor having 


cost 


circuit court agreed 


basis does not have 


a depreciable 
a building erected by a 


nevertheless an 


interest in lessee, 
incidence of 
estate taxation, Sec. 113(a)(5) 
15 1. R. C.,” might have a basis for deprecia 
tion and an interest to depreciate. 


heir, “as an 


and under 


This brings us to the Mary Young Moore 
case,” in which the same issue was involved 
The Tax Court held that where the tax- 
payer had inherited from her mother an 
interest in an income-producing building 
erected, prior to the decedent’s death, by 
the lessee at its expense, the lease extending 
beyond the useful life of the building, the 
taxpayer had a basis for depreciation repre- 
sented by the fair market value of the build- 
ing at the time of her mother’s death. 


The Commissioner, as usual, nonacquiesced 
in the decision and, probably 
the circuit had sustained 
Pearson case, appealed the 
sion on July 10, 1951, 
of the 


feeling that 
him in the 
Tax Court deci- 
that 
long-term lease, the taxpayer’s in- 


court 


noting because 
terest in the building gives her no more than 
the prospect of 
2023, 


possessing it in the 
after the 


year 
long building’s useful life 


will have terminated and its value has been 


* The court states in part as follows: 

“It is well settled that a prerequisite for a 
depreciation deduction from taxable net income 
under section 23(1) of the Internal Revenue 
Code is an investment or depreciable interest 
in the property sought to be depreciated. 
Detroit Edison Co. v. Commissioner [43-1 ust« 
§ 9418], 131 Fed. (2d) 619; affd., 319 U. S. 98. 
It is generally true that a lessor may not 
deduct depreciation if the lessee has furnished 
improvements upon which depreciation is 
claimed See Reisinger v. Commissioner [44-2 
ustc { 9443], 144 Fed. (2d) 475. In those cases 
the lessor had no investment represented by the 
cost of such improvements and, therefore, the 
lessor had nothing to depreciate. See Detroit 
Edison Co. v. Commissioner, supra. 

"7 By devise, upon the death of the lessor, 
an interest in the leased property came to the 
taxpayer The taxpayer claimed a deduction 
for depreciation, which respondent disallowed 
on the ground that the building was erected 
by the lessee with no cost to the lessor which 
would constitute a basis for the allowance of 


Leasehold Estates 


exhausted, and 
de preciable. 


such interest is, thus, not 


On September 21, 1953, the Ninth Circuit 
reversed the decision of the Tax Court and 
court for a de- 
termination of the value of the lease.” This 
decision was exactly opposite that of the 
determination of the Tax Court, rejecting 
her main position and accepting the alterna- 
tive contention that was entitled to 
amortization allowances with respect to the 
estate tax value of the leasehold interest, 
which contention had ended downside in the 
Tax Court. 


remanded the case to that 


she 


The explanation of the circuit court was 
to the effect that depreciation is only avail 
able to him whose interests in a wasting 
asset is such that he would 
nomic loss resulting 


suffer an eco 
from the deterioration 
and physical exhaustion as it takes place. 
It was stated that Section 113(a)(5), while 
providing a “basis,” does not create a de- 
preciable interest where none would other- 
wise exist, and that upon the basis of the 
facts of the case, the taxpayer’s interest in 
the building at the end of the 50-year life on 
November 3, 1988, will be fully as valuable 
as her interest therein on the date she in- 
herited it. Her right to receive the ground 
rentals and to have possession of the prop- 
erty at a future time when the building 
would no longer possess value, was not di- 
minished by the physical exhaustion of the 
building. 
In its reasoning, the court attempts to 
place the matter on a practical basis by 
placing the taxpayer in the same position as 
if she had purchased the leasehold, and the 
excess value represents, in effect, a premium 
amortizable over the life of the lease.” 


depreciation. We pointed out that in the case 
of inherited property the function of the 
owner's investment which the depreciation de- 
ductions are required to replace is performed 
by the intervention of the estate tax upon 
the improvements transmitted by the decedent 
The basis of the inherited property was, there- 
fore, not cost, but was fixed by section 113(a)(5) 
of the Internal Revenue Code as the fair market 
value of the property at the date of decedent's 
death. We held that, since the obligation of the 
lessee was to return the same building, not a 
new one, and the leased premises would in fact 
depreciate even though maintained with scrupu- 
lous care, the taxpayer was entitled to deprecia- 
tion on the improvements.”’ 

*° CCH Dec. 17,998, 15 TC 906 

%” Commissioner v. Moore, 53-2 ust 

"The court states in part as follows 

“Thus we hold that if the lease was one 
whose favorable rentals are subject to ultimate 
exhaustion, that portion of the $1,533,100 at- 
tributable to what we here call, for want of a 

(Continued on following page) 
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In looking at the record of nonacquiesced 
indication is that the 
contesting all claims for 
depreciation on the basis of the estate tax 
valuation. However, in the appeal of the 
Voore case, he has set forth the 
In that case it was 
pointed out that the lease extended beyond 
the useful life of the building, and that the 
only thing which the taxpayer had received 
by inheritance was her right to receive the 
ground rentals and to have possession of the 
property at a future time when the building 
would no longer possess any value. In fact, 
even went so far as to 
State that this right to occupy the building 
at a date after its useful life 


cases, the general 


Commissioner is 


basis tor 
much of his argument 


the Commissioner 


has terminated 
“completely devoid of value.’ 
effect with 


iS an interest 
‘I he 


clusion 


court in this con- 


agreed 

Thus, if the life of the building actually 
extends beyond the terms of the lease, the 
heir has acquired an interest of value which 
would be subject to a depreciation allowance 
forth in the other cited 
However, if the useful life of the building 


as set decisions 


TAX REDUCTION FAVORED 


The new tax bill, if passed, will be 
says the Na 
The 


stimulus is expected not from leaving 


a stimulus to business, 


tional Planning Association 


more money to spend in the hand of 


the taxpayer, “but from an incentive 
business 
market 


liberal treatment 


effect, particularly on 
stock 


nan 


agement and investors 


lor instance a more 
of research and development expenses 
or the gains made through inventions 
little 


dollars and cents lost for the Treasury 


may have effect in terms of 


or gained for 
but it 


taxpayers in general, 
a considerable effect 
development An 


carryback 


may have 
on technological 
may be 


extension of loss 
come more costly in terms of revenue 
collection; still the effect of the bene 
fits in terms of additional investment 
The 
NPA favors tax reduction that would 


may be worth the revenue loss.” 


strengthen mass purchasing powet 


(Footnote 11 continued) 

better term, its ‘premium’ value, should be 
amortized through annual deductions allowable 
to the lessor... . 

“If we are considering what our hypothetical 
purchaser would offer, by way of bonus or 
premium, for the favorable lease, upon a pur- 
chase of the property in 1938, it would be fair to 
assume that, if he would arrive at the 1938 
fair market rental value of the land he could 
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does not survive the lease, a determination 
should be made as to the excess rental value 
and amortization over the life of 
the lease. 


As the result of the conclusions reached 
by the circuit court and the argument of 
the Commissioner in the Moore appeal—to 
the effect that the right to occupy a building 
at a date after its useful life has terminated 
is an interest “completely devoid of value’— 
then such interest would have no value for 
federal estate tax purposes, and an oppor- 
tunity for refund is created in those cases in 


claimed 


which leasehold improvements were taken 
into consideration in appraising the assets 
for tax purposes 


In conclusion, we must not overlook the 
heir or beneficiary who has acquired such 
an interest which was not properly reported 
by the executor for federal estate tax pur- 
poses. In this respect, the courts have held 
in similar situations that the heir would not 
be estopped from claiming the proper estate 
tax value of the lease as his basis.” 


[The End] 


\ reappraisal of the security pro 
by the NPA; and if 
four questions can be 
answered in the affirmative, then tax 
reduction and = other 


stimulate 


grams 1s urged 
the following 


measures de 
demand 
priority than 
security 


signed to 
should 


private 
have a higher 
additions to the programs 
(1) Do we that the 
present military program makes us so 
well prepared that no major power 
would all-out conflict? (2) 


adequate assurance that 


have assurance 


risk an 
Do we have 
the present military program gives us 
adequate preparedness in the event ot 
conflagration as well as for 
more limited conflicts? (3) Does the 
present program 
provide for adequate civilian defense 
measures? (4) Have all feasible 
means been provided for the protec 
tion of the air bases that 


a major 
national security 


have been 
established in other countries ? 


calculate his premium by comparing the capi- 


talized value of the rentals obtainable on a 
1938 lease, and payable over the remaining 
85 years to 2023, with the capitalized value of 
the rentals of the existing lease, for the same 
period.”’ 

2 See Rogers v. Helvering, 39-2 ust 
107 F. (2d) 394 (CCA-2); 
cited at footnote 5 
Dec 


q 9742, 
Stella H. McConnell, 
Virginia E. Devereux, CCH 
16,654(M), 7 TCM 748 (1948). 
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| By LEROY R. KREIN 


Estate 


Problems 


Effect of Estate Tax Valuation 


upon Basis 


REGULATIONS 
that the 
property shall be deemed 
market value at the time of 
See, for example, Regulations 
39.113(a)(5)-l(c). 
Section 113(a)(5) of the Internal 
Code the property ac- 
quired by inheritance is its fair market value 
at the time of acquisition. 

The Commissioner 
Rul. 54-97, I. R. B. 


estate tax 


fig eccanigincie 
provided 
tax valuation of 
to be its fair 
acquisition. 
118, Section 
under 


long federal estate 


However, 


Revenue basis of 


(Rev. 
that the 
a presumptive 
rebutted by 
evidence to the 
absence of estoppel 

In 1919, a somewhat similar ruling 
issued. In A. R. M. 7, 1 CB 38, it 
said in 


recently ruled 
1954-11, 11) 
valuation is only 


value could be 


and clear 
and convincing 


in the 


contrary, 


was 
was 
part as follows: 

“The word ‘deemed’ is the past participle 
of ‘deem’, which is defined by the Standard 
Dictionary as 

“*Deem, 1. 


or opinion, 


follows 


To hold in belief, estimation, 


decide as a conclusion; con- 
To judge; ad- 
sentence; condemn; 
expect. ik 5 26 
think; 


judgment; decide.’ 


regard; believe ra 
judge; decide; 
x 30 


ot an 


sider; 


doom. 
have or to be 
judge 2. To 


opinion; pass 


* Virginia E 
7 TCM 748. 

Stella H. McConnell, CCH Dec 
32, acq. XIII-1 CB 10. 

Anson Evans, CCH 
acq. XIII-1 CB 6. 

Vay Rogers, CCH Dec. 
nonacq. XV-2 CB 45 

Elizabeth G. Augustus, CCH Dec 
BTA 1201, acq. 1940-1 CB 1. 

Malcolm C. Davenport, 
1946-1 CB 2 


Devereux, CCH Dec. 16,654(M) 


8231, 29 BTA 
Dec. 


8352, 29 BTA 710, 


8848, 31 BTA 994, 
10,931, 40 
CCH 


Dec. 14,922, 6 


TC 62, acq 


Estate Tax Valuation 


have 


A Word of Caution to 
the Executor Highlights This 


Article of Current Interest 


“The 
this 


committee is of the opinion that 
does not require that the 
shall be final or con- 
merely a presumptive value, 
may be rebutted by competent evi- 


regulation 
value as appraised 
clusive, but 
which 
dence.” 


An examination of the cases that have 
discussed the question of the effect of an 
estate tax valuation upon basis reveals that 
the valuation 


executor or 


placed on property by an 
administrator in an estate tax 
return can have a_ significant and _far- 


reaching impact on the devisee, legatee o1 
heir of such property 
‘| he 


less 


cases have consistently 
a taxpayer 
clusively 


held that un 
is estopped, he is not 
bound by the 


con 


valuation 
and such valuation raises only a prima-faci 


presumption of fact and is 
evidence to the 


estate tax 


rebuttable by 


convincing contrary.* 


However, because of this presumption it 
is apparent that a heavy burden rests upon 
a devisee or legatee when he seeks to estab 
lish that his should be higher than 
the estate tax valuation. Merely by showing 
that the property was sold within one year 
after the death of the decedent at a price 
in excess ol 


basis 


the estate tax valuation does not 

rebut the presumptiou and the estat 
Northport Shores, Inc., CCH Dee 

BTA 1013, nonacq. XIV-1 CB 34 
Tennessee Products Corporation v. U. 

ustc 9 578, 107 F. Supp. 578, 587 
Isabelle B CCH Dee 

TCM 178, 191. 
Estate of A. E. 

3 TCM 481, 485 
David Williams, CCH Dec 

aff'd 1930 CCH { 9614, 44 F 
Elizabeth J. Bray, CCH 

VIII-2 CB 7 


Krome, 17,543(M), 9 


Larson, CCH Dec. 13,943(M) 
4835, 15 BTA 227, 
(2d) 467 (CCA-8) 
Dec. 1432, 4 BTA 


12, acq 
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Mr. Krein is associated with the 
law firm of Arvey, Hodes & Mantynband, Chicago 


tax val 


will be 
market value at the time oft 
John H. Mathieu, CCH De 
CCM 751, 757 


considered the fair 
death. see 


19,104 (M), 11 


uation 


Of course, if the devisee or legatee in- 
troduces convincing rebut 


cases 


evidence he can 
the presumption as the above-cited 


demonstrate, unless he 1S estopped trom 


doing So. 
‘| lie 


ful in 


Commissioner has not been success- 


sustaining his defense of estoppel, 
although he has raised the defense in many 


Cases. 


May Rogers, cited in the 
the taxpayers contended that their 
higher than the values listed on 
tax return filed by them as co- 
The 


This 


In the case ol 
footnote, 
basis was 
the estate 
executors argued for 
an estoppel was overruled 
by the Board of Tax Appeals for four rea- 
sons (1) The Com- 
missioner did not 
question; (2) the 


Commissioner 


defense 


answer filed by the 
raise the 
ot property 


propel ly 


value as of a 


particular date is a matter of opinion, and 


and 


evidence mere expressions of opinion 


cannot be regarded as misrepresentations 
of fact to work an estoppel; (3) the Com- 
missioner did not rely on the values listed 
on the estate tax return, the liability being 
had in- 
vestigated the values; and (4) an act done 
in a will not 


one in his individual capacity. 


determined only after his agents 


representative Capacity estop 


In the case of Northport Shores, Inc., cited 
in the footnote, the petitioner had been the 
coexecutor and sole devisee of an estate. In 
the estate tax filed by her 
tion was placed on certain property of 
$112,500. She had attached to the 
tax return an appraisal of one Brady whose 


return a valua- 


estate 
services had been obtained by her attorney. 
Che Commissioner 


be $125,000. 
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In a subsequent income tax proceeding, 
the petitioner contended that the estate 
tax value was too low and introduced con- 
vincing evidence that the property was 
really worth $250,000 at the date of the 
decedent’s death. The Board of Tax Ap- 
peals sustained her contention and overruled 
the Commissioner’s estoppel defense on two 
principal grounds: (1) The record disclosed 
nothing more than a mere expression of 
opinion of value which does not support the 
plea, a requisite of estoppel being that the 
representation or misrepresentation must be 
one of fact and (2) there was no evidence 
that the Commissioner relied on the peti- 
tioner’s estate tax valuation in determining 
the correct estate tax and the board 
that the Commissioner was 
derelict in his duty under the regulations 
which require 
estate tax 


will 
not assume 


him to investigate every 
return and determine the estate 
tax liability on the basis of that investigation 


In the case of Virginia E. Devereux, cited 
in the footnote, an valued certain 
property for estate tax purposes in the 
return as $353,331.50; in a protest it valued 
the property as worth $248,879 and secured 
a refund. Later, it sold the property and 
claimed its basis as $353,331.50. The Com 
missioner argued for a basis of $248,879 but 
overruled. The raised 
the issue of estoppel in his amc nde d answer 
but abandoned the issue in his brief 


estate 


was Commissioner 


In the case of Elizabeth G. Augustus, cited 
in the footnote, the petitioner 
two heirs of an intestate estate of their 
mother. Certain stock was valued at $82 
a share, but petitioner was able to prove 
it was really worth $86.70 a share. The 
Commissioner unsuccessfully argued that 
the estate tax valuation was binding on peti- 
tioner. 


was one of 


Sometimes, the issue of estoppel is raised 
by the taxpayer. In the case of Estate of 
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A. E. Larson, cited in the footnote, the 
Commissioner valued certain stock for es- 
tate tax purposes at $6.90 a share. The 
estate acceded and paid a deficiency. Later, 
for income tax purposes the Commissioner 
argued that the basis should be $4 a share. 
The Tax Court found on the facts that the 
basis was $6.90 a share and stated that it 
became unnecessary to discuss the estoppel 
question, 

In the case of John H. Mathieu, cited above, 
the decedent owned one third of the capital 
stock of a closely 
time of her death 
appointed executor. 


held corporation at the 
Her son Nicholas was 
The stock was valued 
for estate tax purposes at $80,040. Before 
the estate tax return was filed, all of the 
stock was sold for $265,000 and the peti- 
tioner, who was John Mathieu, a son of 
the decedent and the brother of the execu- 
tor, and a legatee, contended that the 
decedent’s one-third interest should have 
been valued at $88,333.33. The petitioner 
pointed out that the sale took place within 
one year after the death of the decedent. 
The Tax Court, however, held that it was 
not persuaded that the selling price was 
the fair market value of the stock on the 
date of death. It noted that the sale was 
for all of the stock, whereas the decedent 
merely had a one-third interest on the date 
death. The petitioner introduced 
no expert testimony and merely relied on 
the later sales price to establish the value 
at the date of death. The Tax Court held 
that this was not convincing evidence. 


While the Tax Court in this case did not 


mention any estoppel point, it stressed the 
Regulations, 


of her 


above noted, and commented: 


“To hold otherwise would ignore a valua- 
tion agreed to by the executor of the estate 
at a time when the selling price was well 
known to both the respondent and the ex- 
ecutor. It is a matter of that the 
filed the return 


year sale of the 


rect rd 
estate tax 
after the 


executor more 


than a stock. 
John, Emma’s estate, bene- 
fited from the compromise agreement reached 


as a legatee of 


A heavy burden rests upon a devisee or 
legatee when he seeks to establish 
that his basis should be 

higher than the estate tax valuation. 


by respondent and 
in fixing the value 
present 


Nicholas, as executor, 
of the shares, and his 
for a higher valuation, 
based on the selling price, is, to say the 
least, inconsistent with the valuation ob- 
tained by his fiduciary for estate tax purposes.” 


contention 


It should be pointed out that in the North- 
port Shores, Inc Board of Tax 
Appeals had stated, with reference to es- 
toppel: 


case, the 


“Mere lapse of time or acceptance 
The 
language in the Mathieu opinion above quoted 
was directed at a 
not the 
has any 


of benefits will not sustain the plea.” 


who was 
Whether this language 
special significance can well be 
doubted in view of the history of the Board 
of Tax Appeals in overruling estoppel argu- 
ments. But it may represent a change of 
attitude. If so, it becomes very significant. 
The Commissioner has always nonacquiesced 
in the Rogers and Northport Shores, Inc. de- 
cisions. This means Internal Revenue Serv- 
ice employees will not follow them. The 
has avoided securing a de 
cision on the estoppel point from a United 
States circuit court of appeals. 


mere le gatee 
executor. 


Commissioner 


The valuation placed on property by an 
executor or administrator in an estate tax 
return can have a signifscant and far-reaching 
impact on the 
such property. 


heir of 
When the latter goes to sell 
the property, for the purpose of computing 
his gain, his basis is the valuation accepted 


devisee, legatee o1 


for estate tax purposes unless by convincing 
evidence e he 
burden to 


can prove otherwise. It is his 
rebut the presumption of the 
correctness of the estate tax valuation. He 
is not even allowed to prove the incorrect- 
ness of the estate tax 
estopped from doing so 


valuation if he 1s 


[The End] 


| THE “DIXIE PINE’’ MUDDLE—Continued from page 635 


Supreme Court’s decision in Fawcus Ma- 


ch ne ( 
The writer 

lation be 

bilitie é. 


mpany v. U.S 
further 
enacted 


that legis- 
it clear that lia- 
federal income 
and offset the 
attributable. 
lation would return the 


suggests 
making 
particularly tax, 
income to 
Such legis- 
status to that which 


accrue against 


which they are 


Estate Tax Valuation 


prevailed after the 
sion in U. S. 2 


Supreme Courg’s deci 
Anderson 


lo prevent the running out of the 


! statute 
of limitations in the event of 


a protracted 
dispute, Section 3801 of the Internal Reve 

nue Code could he amended to provide the 
1 relief to either the 


required taxpayer or 
the Commissioner 


[The End] 
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Estate Planning 


Mr. Kiley’s Suggestion to Attorneys: 
Don't Accede to Your Client's Wishes for 
Brevity at the Expense of Clarity 


Man Disposes—The Plan Is the § T| 


A LAST WILL that of the testator, of Trust A and Trust B in the following 
the executor or the attorney’? “Where proportions: to the trustee of 
there’s a will there’s a way’—to improve it. Trust A and to the trustee of 
\ will is no better than the planning be- Trust B.” 


hind it. Every estate of any size calls for The attorney has always lent a guiding 


It has been well said by many at 
torneys that the testator should get the 
deduction law, many formula provisions 


will that he should have—-not the one he 
have been used These invariably place thinks he should 


upon the executor the burden of allocating 


considerable planning, not only taxwise but hand 
otherwise Since the advent of the marital 


have. Some day a pro 
gressive court, instead of seeking the intent 


of the testator, might well ask: “What was 
beneficiaries The testator is in a better — the 


various assets to the respective trusts of 


intent of the attorney?” Of course, 1! 
position to allocate assets than anyone the attorney is still above the sod he may 
else \ generation ago he did this. He he 


in a position to answer much _ better 
devised the homestead to the wite, stock 


than the _ testator Considerable guiding 
of a close corporation to his son and other — py the 


] 


attorney is necessary so that a will 
special assets to the wife and children 


can be prepared with dispatch; otherwiss 

When a residence, other real property, much revision is invited before actually 

interest in a family business or other similar having it signed—all done at the original 

are owned by a testator, it is sug contemplated fee. Dispatch is always im 

hat consideration be given to mak portant in the matter of completing a will 

pecif devise ot bequest of such We expect to be all dead at age 100; pel 

property to Trust A (marital trust for haps clients should be considered half-dead 
vife} or to Trust B (nonqualifying trust) at age 50 


or to both in any desired proportion. Such Speaking of fees, since a will in a sizable 


estate should be prepared by a specialist, 
trusts in the proportions predetermined by the public 


particular assets will then pass to the 


must be educated to pay ac 


testator Provisions similar to the cordingly. A client does not readily realize 


may be used what is involved in properly drafting a 

devise and bequeath to the said will. The draftsman must have more than 
ust Company as trustee of Trust a speaking acquaintance with gift, income 
al property in which I reside at estate and inheritance taxes 


time of my deat! Three steps are necessary in drafting a 


“IT give, devise and bequeat! all 1 will, so perhaps the tee should be broken 
estate exclusive of my homestead to down to reflect them 
trustee of Trust A and Trust B in the fol First, the testator’s deeds to property 
lowing proportions to the truste should be 
of Trust A and to the trustee ot 
Trust B 


examined to ascertain whether 
or not they are in his name, in his name 
as joint tenant, tenant by entirety or as 

“Any shares of stock or other imterest tenant in common. Title company records 
vhich | may own in the Blank Company reveal that too many pieces of jointly 
or its successor | bequeath to the trustee owned property are specifically disposed of 
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i B Thing 


By TIMOTHY S. KILEY 


Vice President and Trust Counsel, 
Harris Trust and Savings Bank, 
Chicago 


in a will—problems of election’ result 
Confucius say that “the palest ink is better 
than the most retentive memory,” but a 
written document might as well be written 
in Chinese unless it the testator 
know in 


insurance poli- 


1s read by 


or his attorney. Few persons 


their 
The same is true of em- 


exactly what manner 
cies are payable. 
ployees’ profit-sharing trust funds or pen 
sions 


These items must be investigated by 
the attorney. 


This 


often means that changes in insurance poli- 


Second, the estate must be planned 


matters must be at- 
tended to and mortgages and other obligations 
of the must be This 
second important because the 
drafting of the will is 
In working up a plan, 
marital deduction 
decision oft 


cies, deeds and other 


client considered 
step 1S very 
actual 
predicated upon it 


last step of 
the testator, in a will, 
make the 


assets to the 


allocating 
mentioned 
The assets owned by the wife must 
taken into consideration. This will 
help him decide what part of the marital 
should be used. The age of the 
wife, and the family medical history of each 
spouse must considered. It may 
be that joint tenancies should be dissolved 
to minimize the death duties. 


sho ild 
several trusts as 
above 


also be 
deduction 


also be 


Since Trust A (the marital trust) will be 
taxed in the wife’s estate whereas Trust B 
(the nonmarital trust) will not, a well-con- 
sidered plan should give thought to possible 
methods of minimizing the deferred tax 


Man Disposes 


payable upon the wife’s death. 
which reduces the value of the assets re- 
maining in Trust A will accomplish this 
result. For this reason, life insurance pro- 
ceeds or other assets which normally diminish 
or decline in value with the passage of time 
are frequently used in funding the marital 
trust. 


Any plan 


Another method, which is not as fre- 
quently used but which has the added ad- 
vantage of augmenting the nontaxable 
Trust B, is the use of a fixed- 
payment annuity tor the wife from Trust A. 
Instead of giving the wife all of the income 
from Trust A and Trust B, as in the usual 
situation, the wife may be given all of the 
income from Trust A plus an added pay- 
ment from the principal of Trust A which, 
it 1s calculated in advance by the testator, 
will be approximately 
income of Trust B. 
Trust B, less income 


dollars in 


equivalent to the 
The from 
taxes payable by the 
trustee, can then be accumulated for future 
distribution. 


income 


The use of a fixed-payment annuity for 


the wife which encroaches upon the prin- 


not only serves 
to reduce the deferred estate tax payable 
upon her death but gives the wife a very 
definite present advantage 
receiving the income of Trust 


cipal of the marital trust 


Instead of 
A and Trust 
B, all of which would be subject to income 
taxes in her hands, 


part of her payment 
under the 


annuity device will consist of 
nontaxable distributions of principal. This 
device will substantially increase the wife’s 
spendable conserve 


income and 


more dol 
lars for the children. 


Third, as Leach has said, the competent 
dratting of wills is a difficult business which 
offers only austere rewards 
wills are 


Although most 
already too long (according to 
many lay persons, some lawyers and nu 
merous typists), it is to be hoped never 
theless that a personal note may be injected 
into them so that by putting color into 
drab words they will savor of a personalized 
message to the family In this way the 
wisdom of a lifetime may be passed on and 
a will become a sacred document as in olden 
tiries. 


There is an inclination to make a will 
shorter by reducing the powers of a trustee 
to a single sentence giving the trustee the 
Same powers as an individual would have 
if he were the absolute owner of the assets. 
Perhaps wills could be shortened somewhat 
without the aid of new statutes or decisions 
interpreting such a sentence. The “shorten 
ing process” should be borne of experience 
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rather than of inexperience. Transfer agents 
of stocks held in trust and title companies 
are the special watchdogs over trust assets. 
The proof of the terms 
of a will depends upon how it is regarded 
by them always look to the instru- 
ment for evidence supporting acts contem- 
plated by a trustee. The law 
responsibilities on them. 


sufficiency of the 
They 


foists certain 
Therefore, as has 
been well said, “a scrap of paper is worth a 
volume of In recent years the IIli- 


come to the aid of at- 


logic.” 


nois statutes have 


torneys. The following provisions already 
appear in the Illinois statutes and are useful 
part of the 


a resident of 


im case of a lapse on the 


scrivener if the decedent dies 


Illinois 


(1) Chapter 148, Section 32 (1945).— 
Investments authorized under the prudent 
man rule; also permits retention of original 
qualifying under the prudent-man 


rule without limitation as to time and with- 


assets 


out regard as to their suitability for original 
purchase. 

(2a) Chapter 148, Section 31.—No provi- 
sion in will respecting fees of testamentary 
trustee compensation may be 
allowed except in case of trusts for certain 
public institutions. (b) Chapter 32, Sec 
tion 291.—Trust companies entitled to com- 
pensation for all services performed under 
the Trust Companies Act. 

(3) Chapter 148, Section 33 (1935). 
Unless otherwise provided, a majority of 
trustees shall be competent to act on five 
written notice, 

(4) Chapter 148, Section 35 (1947), and 
Chapter 148, Section 36 (1951).—Powers 
of trustee under express trusts unless other 


Tea sonable 


days’ 


wise provided in the instrument: (a) Power 
of sale on conditions and terms deemed fot 
the best interests of the trust. (b) 
to execute proxies to vote corporat 


(c) During 


Power 
shares. 


vacancy in cotrusteeship, the 


remaining trustee shall have rights given to 


cotrustees. (d) All successor trustees shall 


have all powers, discretionary and other 


CORPORATE ASSISTANCE IN SALE 
Continued from page 650 


rangement is too much akin to the previous 
situation for there to be 
tax treatment. 


any difference in 
(3) The purchaser will not be taxed on 
corporate distributions to the 
liable to 
seller 


seller if he 
make such 
with all 
should still 
receive capital and not dividend income on 


664 


was not personally 
Since the parts 


interest in the corporation, he 


payments. 
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wise, of the original trustee. (e) The trus- 
tee may register the trust assets in the name 
of a nominee. 


(5) Chapter 98, Section 235 (1931).—Any 
person making payments to a fiduciary in 
good faith is not responsible for the proper 
application thereof by the fiduciary. 


(6) Chapter 30, Section 165 (1949).— 
Principal and Income Act (1941). Amor 
tization not required on premium on bonds 
unless otherwise provided in instrument. 


(7) Chapter 30, Section 153 (1953).— 
Thelluson Act, pertaining to accumulation 
of trust income, now squares in part with 
the rule against perpetuities (lives in being 
plus 21 years beyond) 


(8) Chapter 3, Section 495a (1951).—Ex- 
cept as otherwise authorized in a will, an 
executor, by leave of the probate court, may 
join with the spouse of the decedent in the 
making of a joint federal or state income 
tax return or other tax return for the dece- 
dent; and to consent for federal or state 
gift tax purposes to gifts by the spouse of 
the decedent as having been made one-half 
by the decedent and one-half by the spouse. 


It might be in order to refer to the dis- 
favor with which the average client regards 
lengthy documents. He is apt to be critical 
of an instrument simply because of the 
number of pages, whereas he should realize 
that the instrument is in reality his charter 
granted to the trustee; when it omits pro- 
visions covering particular situations which 
may arise, the trustee will be forced to 
handle the problems as the general law 
requires and, perhaps, not as the maker of 
the trust would have wished. It would be 
much better for the client if the attorney 
were to take a little time to show him the 
desirability of clear and ample 
rather than to 
brevity at the expense of clarity. 


provisions 
accede to his wishes for 
There are 
fewer words in a lengthy trust instrument 
than in a fire insurance policy on a few 


sticks of household furniture. [The End] 


OF STOCK- — 


. 


the corporate distribution. The favorable 
treatment afforded the purchaser should 
make no difference, notwithstanding a re- 
cent district court decision to the contrary. 

(4) If the stock is placed in escrow pend- 
ing final payment with distributions on the 
stock reducing the purchaser’s obligation, 
then such distributions are taxable as divi- 


dends to the purchaser. [The End] 
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Business 
Methods 


Advantages and Disadvantages of Reporting Income 


Under Sole Proprietorship, Partnership and 


Corporate Organizations Are Outlined by the Author 


Federal Income Tax Problems 
of the Small Business 


By PHILIP J. ERBACHER 


N SOME WAYS the federal income tax 
problems of the small business are more 
complicated to the 
those of the 
business usually 


businessman than are 


The large 
has trained personnel on 
its regular pay roll who are 


large business. 
fairly familiar 
with tax problems, while the small business 
usually does not. 


The buying and selling of merchandise, 
advertising, employment, renting of prop 
erty, etc., are all fairly commonplace to 
most businessmen, but it is probable that 
the problems in the area of federal income 
tax law, while they occur regularly, are still 
not commonplace in the true sense of the 


word. With 
directed to 


this in mind, this 


some of the basic 


article is 
income tax 
problems which confront the average small 
business. 


The first point to be covered is the matter 
of making a choice as to method of opera 
tion: as an individual proprietorship, as a 


partnership or as a corporation 


Let us assume 
$25,000 net 


that a business 
after all expenses 
allotted to the owner 
The choice exists as to how said business 


realizes 
income and 


before anything is 


shall be condacted 


Example Assume that a 
owned by Mr U. P N. 
married and has no minor 
two adult children, 


work for his business, each of whom draws 
$2,000 a 


biisiness 1s 
Cumin, who is 
children but has 
Tom and 


Jerry, who 


salary. He also has two 
employees to 
$4,000 salary. 


Cu 


year 


valued whom he is paying 
It is a retail business. M1 
min may elect to operate his business as 


a sole proprietorship, he 


[ may elect to form 


Problems of Small Business 


a partnership 


with those 


involved, or he 
may form a corporation for carrying on his 
business. The question is, shall the 
choice be made? 


Wholly standpoint a com- 
parison should be made of the total income 
taxes to the individual members of Mr. 
Cumin’s family on their individual returns 
under the sole proprietorship method, with 
the total income taxes of himself and family 
members on their respective individual re 
turns under a partnership, and again with 
the combined taxes of the corporation plus 
the total income taxes of the individual and 
family members on their individual returns 
using the corporate method of 


how 


from a tax 


operation, 


In this case, the situation would be some 
what as follows 


The individual rates run, for years begin 
ning after December 31, 1953, from a mini 


mum of 20 per basis 


cent on a graduated 
up to a maximum of 91 per cent 
porate 


alte! 


The cor 
rates of taxes for years beginning 
March 31, 1954, run from 25 per cent 
on taxable net $25,000, to 
17 per cent on taxable income over $25,000, 
plus possible tax under Section 102 of the 
Internal Code, on undistributed 
profits up to $100,000, of 271% per 


3714 per cent over $100,000 


income up to 


Revenue 


cent and 


Computing the tax 
uu. PF. N 


be somewhat on the 


applicable to Mr 


Cumin and his 


would 
following basis: Mr 
Cumin’s income of $25,000 less standard de 

$1,000 two exemptions at 
$600 each equals $22,800. Tax on $22,800 
at the rates applicable after December 31, 
1953, is $6,344 for Mr. Cumin. The tax on 


two 


sons 


duction of less 
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The author, a Kansas City, Missouri attorney, is 
assistant professor of tax law at the 

University of Kansas City School of Law. He is 
a member of the Missouri Bar Federal 


Taxation Committee. 


Mr. Erbacher has spoken 


on this subject before the 
University of Kansas City Third Annual Institute 
on Federal Taxation and other groups. 


LLL LL 


the ty > SOS a the 
December 31, 1953, 


rates applicable after 
using the short form 
and including one exemption, would be $242 
each, or a total family tax of $6,828. leaving 
a net disposable mcome oft $22,172 to the 
family group 


Now aASSUINE 
between Mr. ¢ wmin, 
and the Sons 
vould be 


Ip net 


a partnership is formed 
the two valued employees 
None of the 
deductible in c 


salaries paid 

mputing partner 
| 

ana it 


partnership the ty 


income, is assumed that in 


vo employees and the 
two sons are all assigned one-eighth inter- 
partnership articles. The in- 


partners’ 


ests under the 
before 
$37,000; Mr 


Come would be 


Cumin would get $18,500 and 
each of the other partners would get $4,625 


salar 1¢s 


lax computation would be somewhat as 
follows Mr. Cumin’s tax at 


1954 
$18,500, using the standard deduction and two 


$4,022. The 
form and 
$744 each, o1 


family 


rates on 


exemptions, would be tax of his 


two son using the short one 


a total 
The 


income to the family 


would be 
1,510 for the 
disposable 


under this 


exemption, 
tax of $ members 
total net 
group arrangement would be 
$18,500 plus $4,625 plus $4,625 minus $5,510, 
wr $22,240 
the sole 


however, ar 


practically the same as 
The 
two sons have prac- 
Income and 
success of the busi 


two valued employees have like- 
Ise ne reased 


under 
proprietorship advantages, 
that the 


tically doubled their 


have a 
greater imterest in the 


ness; the 


their and have a 


greater interest in the business. Mr 


iInccme 


Cumin 


has suffered some loss of income - however, 


this is compensated for by the increase in 
income of the other members of the family. 


Now assume that the business is incorpo- 
rated, using the income figures as for 
the sole proprietorship, but assuming that 
a $10,000 salary is also paid to Mr. Cumin 
Che corporate 


Sate 


tax and individual tax would 
be compute d somewhat as follows: 


666 
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the corporate tax at rates applicable 
after March 31, 1954, will be 25 pet 
of $25,000 less $10,000, or $3,750 


tion, at 


cent 
In addi- 
future it will be 
necessary to get the net earnings of $15,000 
$3,750, or $11,250, out of the 
corporation. The cheapest over-all rate of 
25 per cent applicable in 1954 and later years 
on complete liquidation would result in an 
additional tax of 25 per cent of $11,250 or 
$2,812.50, 


some date in the 


less tax of 


giving combined potential taxes 
of about $6,562.50 caused by using the cor 
porate setup. In addition, Mr 
on the $10,000, using 
and 


Cumin’s tax 
a standard deduction 

would be, at 1954 
rates, $1,636, and the tax on his two sons’ 
income of $2,000 $242 each, or 
a total of $2,120, combined cor 


two exemptions, 
would be 
giving a 
porate, individual and potential capital gains 
liability of $8,682.50 turn would 
give net potential disposable income to the 
family of about $20,317.50, being the 
net figure remaining of the 


This in 
lowest 
three methods 
‘T heretore, 
the circumstances discussed, 


that have been examined under 
the combined 
would be less 
than under the 
individual proprietorship or partnership set- 
ups. Of this taxes 
some $2,812.50 would not be 
liquidation of the 


they are a 


potential disposable incom«e 


under the corporate form 


amount of discussed, 
until 

However, 
subject to 


paid 
corporation 
potential liability, 
defeated only by death with its 
attendant new basis for the shares of stock 

The 
but in 
that to arrive at a 
sound conclusion as to whether, from a tax 
standpoint, it is better 
business as 


being 


facts will vary with each situation, 
general this is the type of analysis 
must be made in order 
to operate a small 
a sole proprietorship, or as a 
partnership, as compared with the usage of 
the corporate form of business. In 
stated that in 
probably preferable 


from a tax standpoint to use the sole pro 


doing 
general, however, it may be 


many instances it 1S 
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prietorship or partnership method of oper- 
ating the small business, apart from other 


questions of legal liability for debts, etc. 


TAX PROBLEMS 
OF SOLE PROPRIETORSHIP 


In general, the income of the sole pro- 
prietorship engaged in selling merchandise, 
before deductions for other expenses, 1S 
determined according to the formula noted 


below 


Gross sales 
Less cost of goods sold 
Opening inventory 
Purchases 
Total 
Less closing inventory 
Gross profit before other deductions 


Other expenses of operating the business, 
such as salaries and wages, rents, repairs, 
depreciation, etc., are then deducted. It 
that the valuation of in- 

important Generally 
the higher the closing inventory, 
the greater the income will be; conversely, 


becomes apparent 


ventories is quite 


speaking, 


the lower the closing inventory, the less the 
income will be 


correct 


This indicates the impor 


tance ot 


inventory valuation 


Inventories 


involving the 
merchandise, the 


In a business 


or sale of 


production 
inventory of 
1 ‘ > lec > , 
goods on hand at the opening and close of 
period 


must be determined 


to establish the 


the accounting 


in ordes income trom the 


business.’ 
Once a method of pricing inventories has 
established, the method may not be 
ianged without approval of the Commis 
Application for approval of change 
filed the be- 
of the tax vear chang 
is to be effected.’ 
The tw 
ing the 


been 


within 90 davs after 


when the 


Oo most comman methods of valu 
inventories are (1) and (2) 
Other 
methods frequently encountered are the so 
called “last in, first out” method and the 
retail selling price method 


cost 


cost or market, whichever is lowet1 


Cost.—Cost of purchased goods is to be 
determined by to the invoice price 
Cash discounts 
deducted at the tax 


reterence 


minus trade discounts 


may or may not be 


1Code Sec. 22(c); 
and 39.41-3 
Regs. 118, Secs 
118, Sec 
118, Sec 


tegs. 118, Secs. 39.22(c)-1 
39.22(c)-2 
39.22(¢c)-3 


39.22(c)-2 


and 39.41-2 
Regs 
* Regs 
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payer's option. If the goods are manu 
factured by the business, cost includes raw 
materials consumed, direct labor, and over- 
head allocated to the process. 
Where the type of merchandise has 
been purchased at different prices during 
the year and commingled so as to make 
identification of various lots purchased im- 
possible, the cost of goods on hand is the 
last purchased in the 
order of purchase. This is the “first in, first 
out rule.” * 


work in 
Same 


cost of the goods 


Valuation of 
ventories at cost 


Example commingled in 


Opening inventory—200 units at $1 
February 1—purchase 100 units at $1.25 


$125 
$150 


$200 


April 1—purchased 100 units at $1.50 
June 1—purchased 100 units at $1.75 
December 1—purchased 100 units at $2 


Closing inventory of 250 units would be 
valued at 100 x $2, plus 100 x $1.75, plus 
50 x $1.50, or $450 in total 


Cost or market.—‘Market” means the 
current bid price prevailing at the date of 
inventory.” As of the date of inventory, 
market price of each class of article in the 
inventory is compared with the 


each class of article, and the lower of the 


cost ot 


two figures is used as the inventory price." 
Example: 

Inventory 

Item 


Sand 
(Gyravel 


Cost 


$4,000 
5,000 


Market 
$4,500 
3.800 


l’alue 
$4,000 
3.800 


$9,000 


$8,300 $7 800 


Under either marke 4 
whichever is lower, if the goods in the in 
ventory are unsaleable, 
due to damage, wear and tear, style changes, 
etc., they should be 


less cost of disposing of the inventory 


cost, o1 cost of 


at customary prices 


valued at selling price 


Last in, first out.—This method of valu 
ing inventory * also may be utilized with the 
approval of the Commissioner. It is rathet 
, but in gen 
eral the value of the inventory is computed 


too complicated to explain here 


at cost, but the closing inventory is treated 

that 
computed as 
last 


been 


in such a way those earliest 


items 
still on 
purchased are com 
sold The effect of 


smaller profits will be 


purchase d are 
and those 
puted as 


this 


hand 
items 


having 


method is that 


Regs. 118, Sec. 39.22(c)-4 
6 Regs. 118, Sec. 39.22(c)-4. 
7 Regs. 118, Sec. 39.22(c)-2 
* Regs. 118, Sec. 39.22(d)-1 





produced when prices are rising and larger 
profits will be produced 


declining 


when prices are 
The method is useful if the price 
of goods in the inventory is subject to wide 
variations. If an attempt is made to use 
this method of pricing inventory, it is sug 
gested that the business consult its certified 
public accountant 


Retail selling price. 
permitted for pricing 
merchants under 


A fourth method is 
inventories of retail 
which inventories are valued 
at the retail selling price reduced by the 
profit ratio.” Separate ratios must be com- 


puted for each department 


The method is illustrated best by 
ing an actual example 


show- 


Beginning inventory (at sales price) $ 30,000 
Purchases (at sales price) 270,000 


Total $300,000 
Beginning inventory (at 
cost) 


Purchases (at 


$ 22,500 


cost) 220,500 


243,000 


$ 57,000 


Estimated markup 


Fifty-seven thousand dollars 
$300,000 equals 19 per cent. 


divided by 


Assuming a closing inventory at selling 
price ot $20,000, the 
tax purposes 


value for 

100 per 
It should 
adjusted for 


inventory 
would be $20,000 
cent less 19 per cent, or $16,200 
be noted that sales price is 
net markups and markdowns. 
rate should be 


Also, sepa- 


percentages used for each 


department 
The following methods of pricing inven 


specifically disapproved by the 
10 


tories are 
Regulations issued by the Commissioner: 


(1) Deducting a reserve for change in 


prices or estimated depreciation in value. 
(2) Omitting parts of the inventory 
(3) Using 


normal 


a constant price for so-called 


quantity of goods on hand 


(4) Including stock in title to 


taxpayer. 


transif, 


which is not vested in the 


As to which specific method is to be used, 
it is probable that consistency of method 
Ot pricing 


inventory end to 


of the methods named 
being acceptable under proper circumstances. 
The so-called LIFO 
somewhat complicated for a small business, 
with possibly 


is the desirable 
be sought, with any 


method is possibly 


cost or market, whichever 1s 


lower, being more 


practical for a small 


busine ss 
® Regs. 118, Sec. 39.22(c)-8 


” Regs. 118, Sec. 39.22(c)-2 
" Regs. 118, Secs. 39.41-3 and 39.41-2 
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Specific Phases of Accounting 


In the preceding discussion matters have 
been dealt with which are in a general way 
part of the over-all field of tax accounting. 
It seems proper at this point to discuss 
more specific phases of tax accounting. The 
Regulations issued by the 
do not specify the definite method of ac- 
counting to be used except where inven- 
tories are used or no substantia] records 
are kept.” The principal methods of tax 
accounting are (1) cash receipts and dis- 
bursements method, known as cash basis, 
and (2) accrual method, known commonly 
as accrual basis. 


Commissioner 


Under the 
cludes in its income all receipts, whether in 
cash or in property actually or construc- 
tively received, and deducts payments in 
cash or in property for expenses of a non- 
capital nature. Depreciation is also allowed. 


cash basis, the business in 


Under the accrual basis, the business in- 
cludes in its income all 
concerning which the 
ing the 


items of income 
final events establish 
right to the income have 
determined within the accounting period. 
versely, it deducts all 
concerning which the 


been 
Con- 
items of expense 
final events establish- 
ing the obligation to pay have been deter- 
mined within the tax period. 
is also allowed. 


Example: X Dry Goods Company sells 
$20,000 in merchandise in December of 1952 
on open account. The accounts are 
lected in January of 1953. 


Depreciation 


col- 
The same com- 
pany employs salespeople whose salary for 
the last week in December is $1,000 which 
is not paid until January. On the accrual 
basis, sales of $20,000 are entered in 1952 
business and the salaries of $1,000 are de 
ducted in 1952. On the cash sales 
of $20,000 are entered as 1953 income, and 
salaries of $1,000 are deducted in 1953 


basis, 


from the cash to the accrual 
the busi 
ness, application for approval of the change 
must be filed with the 
90 days after 
period.” At this 
tion that where 
determining 


If a change 


basis of accounting is desired by 


within 
taxable 
we I] to 
inventories are 


Commissioner 
the beginning of the 
point it 1s men- 
used in 
income, it is mandatory that 


the accrual method of accounting be used.” 


In applying the 
exceptions. For 


rules, there are some 


example, fire insurance 


premiums paid on a three- or 


must be 


five-year basis 
deducted pro rata over the three- 


2 Regs 
% Regs 


118, Sec. 39.41-2. 
118, Sec. 39,41-2 
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or five-year period.” Lump-sum rental pre 
payments covering a period extending be 
yond the tax period must be prorated and 
deducted over the period to which the rent 


applies.” 


Records.—Certain records must be kept 
as follows: 
(1) Where production ort mer- 


chandise is involved, it is mandatory that 
inventories be 


sale of 


taken at the beginning and 
end of year and records kept thereof.® 

(2) Expenses must be broken down into 
those which are capital in nature and those 
which are not. In general, those items hav- 
ing a life or benefit of 
are capital in nature. 


longer than a year 

(3) If capital assets are purchased, records 
should be kept of the items, covering de- 
scription, expected life, date of acquisition, 
date of disposition, etc 


(4) Repairs. Items which either prolong 
the us ful life of an asset or 
add to its value should be capitalized and 


recovered through depreciation 


substantially 


Calendar or fiscal year.—'l'axpayers have 
a choice of reporting on a calendar-year or 
fiscal-year , 
period 


year 1s a tax 


basis.“ A calendar year is a tax 
December 31. A 


accounting 


ending on fiscal 
period of not 
12 months ending on the last 
month other than December. 
In this connection a sole proprietor cannot 
operate 


longer than 


day of any 


his business on a 
report his 

7 18 
calendar-year basis. 


fiscal-year basis 


and nonbusiness income on a 
If a taxpayer desires 


from a calendar-year method of 


1 


to change 
reporting to a fiscal-year basis, or vice versa, 
apply for approval of the Com 
missioner to make the change on Form 1128.” 


\ brief 


of importance to the 


he must 


follows of a few 
small 


discussion items 


business: 

Interest.—On the cash 
not deductible until paid.™ 
deductible 
the period of the 


basis, interest is 


’ On the accrual 
proportionately over 

loan.™ Discount on a 
note by a cash-basis taxpayer is not deduc- 
tible until the If the rote is 
payable a part ol eac h pay- 
ment is deductible interest 


basis, it 1S 


note 1s paid s 


in installments, 


Taxes. 


taxes as 


cash basis 


taxpayer deducts 


paid An 


they are accrual-basis 


“CG. C. M 

1% Baton 
BTA 169, 
(CCA-3, 

® Regs. 118, Sec. 39.22(c)-2 

tegs. 118, Sec. 39.41-4. 
8% ©, D. 941, 4 CB 71. 
1 Regs. 118, Secs. 39.41-4 and 39.46-1 


13148, XIII-1 CB 67 
Coal Company, CCH Dec. 
aff'd 2 ustc { 788, 51 F 
1931) 


5882, 19 
(2d) 469 
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deducts the 
a liability to be paid 


Bad debts. bad debts may be 
deducted as they become worthless, or par- 
tially additions to 
reserves for bad debts may be deducted, in 
which case bad debts charged off 
must be charged to the reserves and not 
deducted in addition to the reserves.” It 
seems reasonably that a bad debt 
which income not as yet re 
ported cannot be deducted 


taxpayer 


taxes as they become 


Business 
worthless; reasonable 


specific 


clear 
represents 


Advertising expenses.—Such expenses are 
deductible in the year in which paid on the 
cash basis or in which the obligation to pay 
accrues on the 
though the 


accrual basis. ‘This is so 


even benefits run over several 


years. 


Payments by check. 


Such payments are 
deductible in the [ 


year of payment by a 
cash-basis taxpayer. The same rule applies 
to check payments received: namely, they 
are income to the cash-basis taxpayer when 
received. 


Installment Sales 


Passing now to the matter of installment 
sales by dealers in personal property—undet 
this method dealers in personal property 
may report income from sales pro rata as 
collections are made.“ Records should be 
kept to accurately reflect gross profit per 
centages for and to segregate 
collections to the year when the sales were 
made. 


each year 


The system works somewhat as follows 
Assume Arrow Appliance Company uses 
the installment basis of reporting income 
1952 are $80,000 of merchan 
dise which cost $48,000, the profit 1s $32,000 
and the profit to 
40 per cent. In 1952 the 
$44,000 on 1952 sales. Of this amount 40 
per cent, or $17,600, will be 
profit. The balance of the 
re ported as collections are 


The sales in 


rate of selling price is 


collections ar¢ 


report d as 
profit will be 
made at the rate 
of 40 per cent on each dollar of collections 

Let us assume that an item of merchan 
dise is sold on the installment plan for 
$200, at a profit rate of 40 per cent. When 


$70 is still due the item is repossessed, at 


2 Hart w 
(2d) 848 (CCA-1, 1932) 

21 Miller & Vidor Lumber 
missioner, 2 ustc 7 523, 39 F. (2d) 890 (CCA-5, 
1930), aff'g CCH Dec. 4964, 15 BTA 948 

2 Thomason, CCH Dec. 9153, 33 BTA 576 

*3 Regs. 118, Sec. 39.23(k)-1 and -2 

** Regs. 118, Sec. 39.44-1 


2 


Commissioner, 3 ustc { 861, 54 F 


Company v, Com- 





The utility of the installment method 
is that profits are not reported 
until collections are made, thus 
tending to tie in the 

incurrence of tax liability with 
actual collections. 


which time it has a value of $50. 
must be 


The item 
put back in stock at $50 and the 
dealer will have gain or follows 


loss asd 
Value of property $50 
($70 410 per cent 

profit) 42 


Less amount due 


(sain on repossession $8 


\ change to the installment method of 


reporting gain may be made without per 


mission of the Commissioner. 


However, 
the Commissioner must be ob 
to a straight accrual 
installment 


permission of 


| 


changing 
from the 


tained betore 
basis method.” 


\ word of caution \ change 
stallment basis may 


to the in 
result in some element 


of double taxation.” Profits on installment 


earlier years on the ac 
may not be excluded 


sales re porte d in 


crual basis 


There 
made installment sales 
in 1951 and 1952 and reported on the gains, 
and switches in 1953 to the installment 
method, he still must report the percentage 
of profit applicable to the 
1951 and 1952 sales collected in 
though the full 
reported in 195] 


fully 


lore, 1! a taxpayer 


collections on 
1953, 
already been 
\fter those 
there will be 
double taxation 


even 
amount had 
and 1952 
collected, 


element of 


accounts are 
no furthers 

The utility of the installment 
that 


tions are 


method is 
prohts are not 
thus 
incurrence ol tax 


until collec 
tending to tie in the 


liability with 


reported 
made, 


actual 
collections 


TAX PROBLEMS OF PARTNERSHIP 


Kor tax purposes and accounting pi 
poses partnerships are considered, generally 
speaking, a separate legal entity, although 
not necessarily so at law. Each of the part 
a general partnership is jointly and 
liable for the 
legal 


taxes; ~ 


ners im 


severally partnership debts 


Partnerships as entities do not pay 


federal income infor 


however, an 
% Regs. 118, Sec. 39.41-2 

* Code Sec. 44(c); Regs. 118, Sec 
7 Regs. 118, Sec. 39.181-1 

*% Code Sec. 3797(a) 

‘Regs. 118, Sec. 39.3797-6 
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mation return of the partnership income 
must be filed on Form 1065. Each partner 
then includes in his own personal income 
tax return his share of the partnership net 


income or loss, capital 


gains and losses, 


contributions, etc 


A joint venture is considered a partner- 
ship for tax purposes.” A limited partner- 
ship either a partnership or an 
taxable as a 


may be 
association corporation, de- 
pending on the circumstances under which 
it operates.” 


Tenants in common are not 


partners 


Assuming that a partnership exists, its 
net income is computed in the same manne1 
that no 
Also, the 


and contributions 


as that of an individual, 


deduction is 


except 
standard allowed. 


capital gains and losses 
of the partnership are separately computed. 
Each partner then reports his share of the 
partnership net income, capital gains and 
losses and contributions, whether the income, 
etc., 1s distributed to him or not. This applies 
even though the partnership is on the ac 
crual and the partners are on the 
If the partnership’s taxable 
different from the taxable year of 
the partner, the partner reports his 
of the of the partnership for 
the taxable year ending within the partner's 
taxable year. 


Example: X is a partner in XYZ Com 
pany, a partnership. X is on the calendar- 
year basis of reporting. The partnership 
reports on a fiscal year ending March 31. 
For 1953, X would report his share of the 
partnership income for the partnership tax 
year ending March 31, 1953. 


basis 
cash basis.” 
year 1s 
share 
income, etc., 


If a partnership purchases property, the 
basis of the property to the 
However, if the 


partnership is 
property 1s 
ferred to the partnership by 


cost. 


trans 
a partner, the 
basis to the partnership of the property is 
whatever basis the property had in the part 
ner’s hands If a partner sells his interest 
in a partnership to his other partners and 
the partnership then sells assets of the part 
nership, the 


cost of the assets to the part 


nership remains unchanged 
The partnership return is not unduly 
plicated 


com 
In addition to computation of the 
net taxable income, capital gains and losses, 


contributions, ete., it is necessary that a 


balance sheet of the partnership at the be 


” Truman, CCH Dec. 

™ Code Sec 
(a)(13)-1 

*% Ford, CCH Dec 


1135, 3 BTA 386 


113(a)(13); Regs. 118, Sec. 39.113 


15,034, 6 TC 499 
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ginning and end ot be 


the 
income, capital gains and losses, contribu 
etc., be indicated. It further nec- 
that the partners’ capital accounts 
econciled the with 


capital ending 


the shown, that 
distributive shares of the partners’ net 


yeal 


tions, 1S 
Cssaly 
be 1 


the 


witl 


on return, Starting 


opening 


accounts and 


the closing « apital accounts 


TAX PROBLEMS 
OF SMALL CORPORATION 
business 
kinds 


January 1, 


Phe 


two 


corporation subject 
ot tederal 
1954 surtax 


In addition, there is a special surtax upon 


1S to 


income taxes atter 


and 


normal tax 
corporations improperly accumulating 
plus The will be confined 


essentially to the normal tax and surtax. 

The tax 
change by Congress are as follows: 
tax (applicable to net 


per for calendar years atter 


sur 
discussion 


rates of corporation subject to 


Normal 
income above zero) 
1954; 
for fiscal vears starting after March 31, 
1954, the normal rate 25 per cent 
Surtax rate (applicable to net income over 
$25,000) 22 per cent, both for 
dat the 


1954 


1s 25 


cent 


tax 


1s 


is 


the calen 


and for fiscal vears before and after 


Normal and surtax income 
the the net 


imdividual proprietorships except 
tain 


are computed 
income oft 
that 


as 


along same lines 


as 
cer- 
adjustments 
to interest 
United 
to 


are made, such those 
relating 
of the 
1, 194] 
credit o! pet n 
However, for purposes 
to go into the 


differe nces 


obligations 
March 


only), and for a 


received 
States 


on 


issued befor 


(as normal t 


R5 


a» 


dividends received 


cent ¢ 


this article, it is 


; 
Ol 


unnecessary Sé Some 


points 


specific are mentioned below: 


Contributions are limited to 5 per cent of net 


income before deducting the 


contributions.” 


Starting in 1954 a straight maximum rate 
25 


of per cent can be applied to the excess of 
net long-term capital gains over net short-term 
without of 50 per 


Net capital losses are 


capital losses 
ft the 


reduction 


cent ¢ excess. 


not deductible from ordinary income,” but 


may be carried forward for a period of five 


and offset 
in the later years 


years against any capital gains 


the the tax 
is paid on said income in order to benefit 
the shareholders in most must 
eventually be taken out of the corporation 
At that time income will be taxed 
again as a dividend to the shareholders or 


Income of corporation after 


instances 


said 


% Code Sec. 102 
* Code Sec. 23(q). 


Problems of Small Business 


i 
as a capital gain in case the corporation 1s 
liquidated. 


Phe 
1120. 
are, 


return is filed on Form 
features of this return 
the necessity of listing 
opening and closing balance sheets and the 
filing out of Schedule M, which is a recon- 
ciliation of net and analysis of 
earned surplus and undivided profits. On 
this reconciliation nontaxable receipts, non- 
deductible items and dividends, etc 


corporation 
The unusual] 


among others, 


income 


, are listed 


Procedure on Receipt of Notice 
of Deficiency 


This 


discussion will 


not attempt to de- 
the internal workings of the Revenue 
Service the assignment of an 
income tax return to a field agent, but will 
assume that the return 
to field agent 
receipt ot 
examined, 


scribe 


preceding 


assigned 
Upon 
to be 
notify his 


has been 


a tor examination. 
that the 


taxpayer 


notice 
the 

the 

preparing 


return is 
should 
accountant may have 
the return. The tax 
payer should produce records requested by 
the field examiner and cooperate with him 


Nothing is to be gained by placing obstacles 


attorney or who 


assisted in 


in his way, since he has the power to com 


mand production and records 


ot books 
In fact, cooperation and friendly treatment 
may very well the 


smoothly. 


make examination go 


more 


At the conclusion of the review, the ex 


amining findings 


usually his 
verbally, requesting the 
to the 
retuses to accept 


mately 


agent states 
taxpayer's 
li the 


findings, he 


written 
agreement findings 
the 

a lettet 
in which to request 
with the 


formal 


taxpayel 
will ulti 


receive him ten d 


giving ays 
an informal conterence 
chiet At this 
be possible 

the 


attempt 


agent’s group 


it 


in 
to 
against proposed 
to to work 
If no settlement is worked 
out, a so-called 30-day 
Upon of this 


may, within 30 days, 


conterence will 


advance arguments 


deficiency 


in tax and 


out a settlement 
letter will be issued 
letter, the 

file a written 
with the 
internal revenue, 
asking for a hearing before a representative 
of the (appellate) 
That office, commonly known as the Appel 
late Staff, to 


make settlement it 


receipt taxpayel 


protest, 
in triplicate, undet 
the district 


oath, ottice ¢ 


; 
T 


director of 


regional commiussionet 


has 


considerable authority 


of tax controversies 11 


appears advisable to do so the gov 


trom 
ernment’s standpoint. 


(Continued on page 683) 


% Code Sec. 117(a)(10) 
%* Code Sec. 3614 





| A Tax Classic 


Lucas v. North Texas Lumber Company 


BY ROBERT S. HOLZMAN 


Professor of Taxation, New York University Graduate School of Business Administration 


eof) LEASING WARE is 
But that is not 


half sold.’ 
enough for tax pur 
poses; you must go the whole hog 

On December 27, 1916, the North Texas 
Lumber Company gave a ten-day option to 
purchase timber lands to a solvent offeree, 
Southern Pine Company. Having found the 
title satisfactory, Southern Pine arranged 
on December 30 for the money needed, gave 
notice of exercise of the 
‘ lare d itself 


and de- 
to close the transaction 

purchase price 
prepared.” 


1 
diately cea | 


option, 
ready 


and pay the “as soon as the 


North Texas imme- 
operating its 
withdrew all its 


papers are 
sawmill and 
Conveyance 
and payment of the purchase price followed 
on January 1917 


on the accrual basis, 


employees 


North Texas, reporting 
included the profit in 
its federal income tax return for the calen- 
1916. Oh, no you don’t, cried the 
with vigor; I think I see an 
excess profits tax emerging on the horizon 
The tract was sold in 1916, protested North 
Texas. But the 


dar year! 


Commissiones 


contract was consummated 
in 1917, the Commissioner countered in poly 
syllabic triumph 


On February 24, 1930, Mr. Justice Butles 
delivered the opinion of the Supreme Court 

“The gain derived from this sale was tax- 
able income If attributed to 1916, the tax 
would be 1917. 
section 1916 
a corporation keeping its ac 
upon any than that of 
disbursements, unless 
failed clearly to reflect 
income, might make return upon the basis 


much less than if 
13(d) of the 
provided that 
counts 


made in 
Revenue Act of 


basis other 


actual and 


receipts 


such other basis 


' George 
Pickering 
Lucas wv 

« 


Herbert Works 

1853), p. 314 

North Texas Lumber Company, 2 
i84, 281 U. S. 11 (1930) 

‘Thomas FE, Jenks How To Make Effective 
Use of Installment and Other Sales Mechanics 
to Reduce Taxes,'" Proceedings of the New York 
University Sixth Annual Institute on Federal 
Taxation (1948) (Albany, Matthew Bender & 
Company, Inc.), p, 467 
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upon which its accounts were kept and have 
the tax computed upon the income so returned 

“An executory contract of sale was cre 
ated by the option and notice, December 30, 
1916 In the notice, the purchaser de- 
clared itself ready to close the transaction 
and pay the purchase price ‘as soon as the 
papers were prepared’. 
prepare the 
transfer or make 


Respond nt did not 
to effect the 
tender of title or 
sion or demand the purchase price in 


papers necessary 
posse S 
1916 
The title and right of possession remained 
in it until the transaction was closed 
sequently unconditional 


Con- 
liability of vendee 
for the purchase price was not created in 
that year. The entry of the purchase 
price in respondent’s accounts as income in 
that year was not warranted. Respondent 
was not entitled to make return or have the 
tax computed on that basis, as clearly it 
did not reflect 1916 income.” 

“The best exposition of this sort is 
North Texas Lumber 
“An example of the judicial interpo 
lation of the requirement of a closing where 
income realized 


contained in Lucas v 


Cc" 
was (as a practical effect 
of the transaction) by an accrual-basis tax 
payer prior to the closing, is found in the 
leading decision of North Texas 
Lumber Company.”* Citing this case, 
noted that “Where the vendor re 
tains title and right of possession until a 
transaction 
tional 


Lucas Vv’ 


one 
writer 


is closed, there is no uncondi 
liability on the part of the vendee 
for the purchase price until all formalities 
have been met, and the vendor may not re 
port income until that time.” ® 


* John C. Bruton, Closings’ in Sales Trans- 
actions,’’ TAXES, February, 19%, p. 110. 
> Robert S. Holzman, ‘“‘How To Buy and Sell 


Real Estate, Business Property, and Business 


Assets,’’ Proceedings of the New York University 


Sixth Annual 
(1948), p. 395 


Institute on Federal Taxation 
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Sometimes everything is arranged in one 
except for the Where a 
shareholder, under a taxable plan of ex 
delivered his stock for 
other 
upon the 


vear mechanics. 


change, a certificate 
calling for shares 
taxable 


certincate 


and cash, it was 
surrender of stock for the 
“The case is not at all like that 
of Lucas v. North Texas Lumber Co 

Here unconditional liability 
November 13 and all that 
done thereafter 
of the transfer 


was created on 
remained to be 
related to the mechanics 

{The shareholder] had 


surrendered his stock 


and his ownership 
therein had passed, and in its place he had 
a negotiable certificate equal in value to 
the shares of new stock he was entitled to 
demand.” * 
But certain formalities require time. A 
calendar-year taxpayer offered to sell land, 
and the buyer 


wrote his acceptance of the 


offer on December 23. The financing was 


loan from a 


were 


via a governmental 
“There eight davs in the 
1943 after the acceptances on December 


agency. 
only year 


23d, 
and it is clear that there was no possibility 
or expectation that the numerous require 
ments to be met on both could be 
satisfied in that short space of time 
We think the determination of the 
missioner that taxable gain or income from 
the uncompleted sale in the year 1943 did 
not accrue during that year and that the 
gain and income therefrom accrued in 1944, 
is fully supported by the 
Supreme Court in Lucas 7 


sides 


Com 


decision of the 
North Texas 


Company 


If a condition is imposed, the sale 
not be final in the 


may 
origin An 
stock to an em 


year oft 
agreed to sell 
upon the 


The 


employer 
ploy oe 


! signing of a note by the 
latter 


was not until the 
subsequent year, and no sale took place: in 
the year of execution of the contract. “An 
obligation, the payment of which will con 


note signed 


stitute income to the obligee, is not so fixed 


and definite as to require its 
payment is dependent 
Lucas v. North 
the condition 
[ the 


gation 


accrual, if 
condition 


Here 


upon a 
Texas Lumber Co 
was the performance by 


employee |} of a separate contract obhi 
that he was legally bound 


he did not in fact 


It is true 
to perform it, but do so 
Until he did so 
a whole remained execu- 


[the employer’s] obligation 


in [the taxable year | 
the transaction as 


tory, and 

®* Fordyce wv. Helvering, 35-1 ust 
F. (2d) 431 (CA of D. C.) 

™Chapin v. Commissioner, 50-1 ust« 
180 F. (2d) 140 (CA-8) 

* John J. Hessian Estate, CCH Dec 
1 TCM 1007 (1943) 


— 9155, 76 
{ 9171, 


13,164(M), 


Lucas v. North Texas Lumber Company 


remained contingent.””* A contract to sell, 
executed on November 29, provided that 
the sale was contingent upon the furnishing 
title by the 
were made to the 


ota Objections 
abstract of title submitted 
by the sellers and the defects were not com- 
pletely cured by the vendors until January 4 
Although the deed the ven 
dors in the earlier year, it was not approved 
for delivery until the later year. Arguing 
that the sale was taxable in the earlier year, 
the Commissioner “contends that under the 
rationale of Lucas v. North Texas Lumber Co 
sustain his 


rood sellers. 


was signed by 


we should determination 
We find nothing ... helpful to . [him } 
[I here | the purchaser did not agree to close 
the transaction or pay the purchase price, 
title having been previously approved, until 
the transfer papers 
Here, the 
meet the 


were prepared 


sellers were in no position to 


until 
... [the later vear], and the purchaser did 
not at any time in 


terms of the transaction 


. . [the earlier 
regard the sale as complete.” * 


vear | 


‘IMILARLY, an executory contract was 


‘ made, at 


which time some of the pur- 
chase price was paid and a promissory note 
for broker’s commission was given. “But 
the transferee did not have an unconditional 
right to the executor of the documents trans 
ferring title until it delivered ot 
the promised debentures . 
year]; nor had 

conditional right 
had delivered or 
completed It 


doctrine 


tendered 
a [the following 
. [the transferor] an un- 
to the debentures until it 
tendered the bills of 
follows, we 
of the Lucas 


sale 
think, under the 
? case, that for tax 
ation purposes the sale herein did not occur 
until [the subsequent year ].” ™ 


Was the’ transaction substantially com 
pleted? A vainly argued that the 
transaction was not completed until he re 
ceived a formal release of his prior indebted 
ness to the buyer and his cancelled notes 
“Compare Lucas v. North Texas Lumber Co 
was 


S¢ ller 


where there 


an executory contract 
of sale but purchaser did not acquire either 
title or possession until the following year 
Here ... [t]he transaction was closed for 
all practical purposes including tax whet 

[the seller] and the bank [the buyer] 
agreed on all of the 
ance and.. 
to the 
protec 


terms of the convey 
[the seller] delivered the deed 

{The seller] was fully 
bank on 


CCH 


bank 


ted against any action by the 


*Addie R. Whitcomb et al., 
17,237(M), 8 TCM 907 (1949) 

” Actually Robert H. Lucas was the Com 
missioner of Internal Revenue, not a taxpayer 

"Commissioner v. Segall et al., 40-2 usr 
114 F. (2d) 706 (CCA-6) 


Dec 


{ 9676 
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his cancelled obligations after December 
| ae ohn 


If the buyer gets substantially all the 
rights, there has been a sale. A taxpayer 
contracted on 1921, to sell 
certain shares, the “purchase to be consum- 
mated and said purchase price paid on the 
28th day of March 1922.” 
delivered but 


December 20, 


Certificates were 
they were not to be trans- 
books until payment was 
The buyer received full power 
to vote the shares, and when 


ferred on the 
completed. 
of attorney 
the contract was signed he deposited with 
a bank full 
note 


collateral for his promissory 
“With apparent confidence . [the 
taxpayer] cites the recent decision .. . of 
the Supreme Court in Lucas v. North Texas 
Lumber Company [But] Here the lia- 
bility of the vendee for the purchase price was 
unconditional, the performance of this un- 
conditional obligation 
cured, and it was 
furthermore, in 


abundantly se 
created in 1921. And, 
1921, actual possession of 
the property sold was delivered to the ven- 
dee, who was at the same time vested with 


was 


substantially all the rights and powers inci 
dent to ownership.” * 


A delayed closing may cause uncertainty 
Seller and buyer were in substantial agree- 
ment as to terms for the sale of stock, and 
the intending buyer took over “the operat- 
ing charge of the company,” although the 
change. The attorneys 
then arranged to close the deal on Decem- 
ber 30; but owing to a death in the buyer’s 
family, a final redraft of the contract was 
submitted on January 6. “If the ruling in 
[the North Texas Lumber] case is still to be 
followed, it would not have been enough 
even had all the terms of the contract at bar 
been finally settled in 1929, for possession, 
right title were all to 
depend upon the payment of the first install 
ment. “Operating 


personnel did not 


to possession and 
charge’ was not 
changed when the 
new personnel was installed in 1930; it was 
in that year in which the profit should have 
been charged to income.” A corporation 
sold its assets “as of the opening of business 
on January 2, 1917.” The appraisal com- 
mittee did not finish its work till about the 
end of the year, and part of the considera- 
tion was paid in the subsequent year. ‘An 


pe Ssses- 


sion Possession 


‘2 J, Prosper Eckert et al., CCH Dec. 7981-D, 
11 TCM 449 (1952) 

8 Brunton v. Commissioner, 1930 CCH { 9489, 
42 F. (2d) 81 (CCA-9) 

“United States Industrial Alcohol Company 
(West Virginia) v. Helvering, 43-2 ustc { 9544, 
137 F. (2d) 511 (CCA-2) 
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item accrues when all events have occurred 
necessary to fix the liabilities of the parties 
concerned therewith and to determine the 
amount of such liabilities. Lucas % 
North Texas Lumber Co... . It is clear 
that the liability under the contract of April 
5, 1917 .. . arose at that time.” ™ 


N advance payment or “earnest money” 

was not taxable until a year after its re- 
ceipt, where title to the property was not 
passed upon nor was the deed delivered 
until the later date. “ the question of 
whether the payment was to be income or 
not could not be determined until the sale 
was completed. This was also the holding 
by the Supreme Court in the case of Lucas, 


Commissioner v. North Texas Lumber Co 
36 


Approval may be delayed by virtue of a 
state law. A contractor entered the amount 
of the entire contract price of a state job 
as income in the year of performance, al- 
though state law required that notice of 
acceptance and completion of the work had 
to be posted before the final installment 
could be paid. The trial court felt that there 
was no income in the earlier year as the 
contract was not formally completed; but 
this was reversed, for “The decisive factor 
is the creation of an enforceable liability. 

The Lucas case is . distinguishable 
upon the facts.” The seller of shares of 
stock in a transportation company did not 
derive income in the year of sale, which 
was conditioned upon approval from a state 
that was not given until the 
year. “Petitioner’s right to re 
ceive the purchase money must be uncon 


commission, 
following 


ditional before it may be said that he has 
realized income from the transaction. Lucas 
v. North Texas Lumber Co... .”™ 


\ seller claimed that no tax was owed on 
installment sales where the 
that title would not 
full consideration was paid. 
that under the 
sale of land until passage of title. 


contract pro- 
until the 


“It is argued 


vided pass 


Louisiana law there is no 
In Louis- 
iana as elsewhere specific performance of a 
valid contract of sale may be enforced 

But ... effect must none the less be given 
to the federal income tax laws, which are 


 Schoellkopf Aniline & Chemical Works, Inc. 


et al. v. U. S., 3 ust 
(Ct. Cls., 1933) 

1% Bourne v. Commissioner, 3 ustc J 1035, 62 F. 
(2d) 648 (CCA-4, 1933) 

Clark v. Woodward Construction Company 
et al., 50-1 ustc § 9133, 179 F. (2d) 176 (CA-10) 

% James F. X. O’Brien, CCH Dec. 14,409(M), 
4 TCM 221 (1945). 
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designed to apply uniformly in all the States 
irrespective of local laws.... The Revenue 
Act .. . therefore applies, in our opinion, 
to just such transactions as are involved in 
this Lucas v. North Texas Co. 

{is] not in point. There was no question of 
installment sales in {that case].”” 


case. 


A sale took place in the year of delivery 
of the 
and 


deed, not in the year of agreement 
initial payment. “It is true that the 
South Carolina Courts have held in several 
cases that the rights of the parties to a 
contract of sale of real estate may become 
fixed before the deed is actually executed. 
But here we are passing upon questions 
involving the meaning of the word sale for 
purposes of income tax and are not con- 
with questions relating to specific 
performance and breach of contract. 
The courts have shown a strong tendency 
to take the view that ‘the sale’ for Revenue 
purposes takes place when the deed is exe- 
cuted and a substantial part of the purchase 
price is paid.... See Lucas v. North Texas 
Lumber Co.” *” 


cerned 


A court-ordered sale may only confirm 
the date of an earlier sale. A taxpayer 
agreed to sell its property; but when the 
buyer later reneged, court proceedings were 
instituted, which led to a decree for specific 
performance in the subsequent year. The 
transaction was taxable in the earlier year 
“Whereas no unconditional liability arose 
on the part of the vendee in the Lucas case, 
supra, until the later year, when tender of 
title and possession were made by the ven 
dor, in the instant case, the liability of the 
vendee was unconditional in the earlier year, 
since nothing remained to be done except 
the payment of the purchase price.” ™ 


ITHHELD PAYMENTS may involve 

plural years. A corporation sold assets 
under an escrow arrangement, but no in- 
come was taxable in that year. “Although 
a substantial portion of the requirements 
under the various escrow agreements had 
been satisfied, the whole remained nonethe- 
conditional. Without these final 
transactions, whatever had been accomplished 
in . [the year of sale] would have been 
ineffective. Even if equitable title had 
passed, which is doubtful, that would not be 
enough. North Texas Lumber Co... .”™ 


less 


% Ray v. Commissioner, 4 ust 
(2d) 786 (CCA-5, 1934). 

2” American Land and Investment Company v. 
Commissioner, 2 vustc 1526, 40 F. (2d) 336 
(CCA-4, 1930). 

21 Commissioner v. North Jersey Title Insur- 
ance Company, 35-2 ustc { 9564, 79 F. (2d) 492 
(CCA-3). 


Lucas v. North Texas Lumber Company 


Texas Lumber Co. 


4 1259, 69 F. 


A taxpayer sold property under a con- 
tract calling for forfeiture of any payments 
made up to the time of default. 
fault, sums paid in an 
deemed to be taxable in the year of for- 
feiture. “It is true that money received for 
the sale of real usually to be 
accounted for and returned for income taxes 
in the year in which it is received 
than for the year in which an executory 
contract is completed. Cf. Lucas v. North 
Texas Lumber Co . But this is when 
the party acquires complete 
ownership. {The forfeited payment] 
became taxable income for the [subsequent] 
year when the 
accrued.” * 


Upon de- 


earlier year were 


estate is 


rather 


receiving it 


right to retaim iW 


HERE property was sold under a de 

ferred-payment contract which provided 
that title was to remain in the vendor until full 
payment was received, there was no reportable 
profit until the year when payments were 
completed. ‘These cases seem to be predi 
cated upon the fact that in a contract of 
sale of property containing a promise to 
pay in the future, but not accompanied by 
notes or other unqualified obligations to 
pay a definite sum on a day certain, the 
obligation to pay and the obligation to pass 
title both being in the future, there is an 
element of uncertainty in the transaction 
and the promise has no ‘market value’, fair 
or unfair. This theory is supported by the 
decision of the Supreme Court in Lucas v 
North Texas Lumber Co... .”™ 


A governmental agency sold steel to a 
corporation, the contract providing that the 
agency could withdraw steel at any time 
before delivery. The buyer counted the 
agreed units at the seller’s yards and made 
payment. This sale until the 
steel was loaded on ships, as the contract 
called for sale f.o.b. the yards 
“apparently suggests that 


was not a 


The buyer 
where accounts 
are kept on an accrual basis, it may charge 
itself with the and credit itself with 
the value of goods purchased, even though 
title has not passed. [But] before a 
liability may be accrued for tax purposes, 
the taxpayer must be unconditionally liable 
for the sum in question. North 
In the case at bar, 


cost 


Lucas v. 


2 C, 8. Chapman et al., CCH Dec, 16,276(M), 
7 TCM 88 (1948). 
*% Baird v. U. 

911 (CCA-5). 
*4J. W. Perry et al. v 
{ 9113, 152 F 


8., 1933 CCH { 9439, 65 F. (2d) 


Commissioner, 46-1 ust 
(2d) 183 (CCA-8, 1945) 





nowever, 


[ the 
certified steel was not absolute.” 


buyer's] obligation for 
2 

A corporation gave the Secretary of Agri- 
culture a 12-month option to buy land at a 
price Almost immediately the 
notified the seller that the pur 
would be avoid property 
seller conveyed the property prior 


spec ihed 
secretary 
chase made. To 
taxes, the 
to the end of the taxable year upon verbal 
from the title company that title 
“appeared to be in 
was in the 


assurance 
good condition”; but it 

following taxable year that the 
announced that the title was ap 
proved, This was taxable in the earlier year 
“After the deed filed, the 


can no longer be considered as an executory 


secretary 


was agreement 


contract with 


conditions precedent required 
pertormed before the 


o be obligations be 


North Texas Lum 


come fixed. Cf. Lucas v 


Der Compa 


resent tax, the owner ot 


ht to 


elon AVOID | 
shares sous exchange them for 


realizable mar 
In contemplation of this, he de 


stock which had no readily 
ket value 


livered his who 


certificates to a_ broker, 
which 
deliver se 
way, 
dates and amounts 
The was 


effected in the year 


signed an exchange agreement undet 
the broker 


curities 


would subsequently 


described in general 


only a 
ith numbers, 


to be 


maturity 


supplied later transaction 


deemed to have been 


in which fell 


details Lhe 


lar CAadseS 


the completion of the exchange 
North Texas Lumber and simi 


were not “We 


that the said of 


CERTIFICATES OF NECESSITY 
Through 


erated tax amortization certificates total 


line $28,933,828,000 have 


controlling, for 


think that can be 


most 


June 30 of this year accel 


been issued 
18.884 new I expanded facilities 
it is estimated that about 17 per 
cent of this will be subject to fast 
write-off 
The accelerated tax amortization pro 
am is provided for in the Revenue 
of 1950. Under this statute the 
rite-off period is five years for such 
portion of the 


(othee ot 


investment as the 
Mobilization 


new 
Defense may 


require 


*% Barde Steel Products Corporation v. 


"513, 40 F 


Com 
missioner, 2 ust (2d) 412 (CCA-2, 
1930) 
Frost Lumber Industries, Inc. 1 Commis- 
sioner, 42-2 ustc { 9527, 128 F. (2d) 693 (CCA-5) 
" Stanton et al. v. Commissioner, 382 ust 
9462, 98 F. (2d) 739 (CCA-2) 
* Prudence Securities Corporation wv 
missioner, 43-1 vustc { 9361, 135 F 


(CCA-2) 
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them is that where the terms of a sale are 
complete, the fact of non-delivery of the 
subject matter of the sale does not prevent 
the sale from taking effect if it were the 
intention of the parties that it was to take 
place as of a certain date. think, 
does not that a taxpayer may, by 
hastily divesting himself of title 


This, we 
mean 
to property 
and taking in exchange a pledge to carry 
out an agreement to deliver in exchange an 
undetermined number of 
from a list 


securities to be 
which was in tact 
subsequently changed, evade tax liability for 
the year in which the terms of the exchange 
were actually : 
Nor will 
not bona 


chosen later 


arrived at and carried out.’ 

a “liability” be recognized if it is 
fide Distinguishing the North 
Texas Lumber case, one court declared: “If 
there flimsy paper 
transactions were put forward as a basis for 
avoidance of tax, this is it.”™ 


ever was a case where 


Well documented is nonrecognition of a 
“While it remained, 
own? and after it was sold, 
was it not in thine Why hast 
heart ? 

And Ananias hearing these words fell down, 
and gave up the ghost - 


sale that is not a sale 
was it not thine 
own power? 
thou conceived this thing in thine 


In fine, if 
one desires the tax consequences Ot a sale, 
he must be that a takes place 
There is no sale if the property is retained 
As was said in another field, “One of the 
first rules about throwing for 
is for him to throw 


sure sale 


an out fielde t 
Holding the ball in 
the outfield never does any 1” 


food 


[The End] 


The accelerated tax amortization cet 
tified by the ODM 
ment of private capital and does not 
Direct ce 
however, when 
the tax amortization incentive alone is 


represents invest 


involve government funds 
fense loans are made, 


insufficient to accomplish the necessary 
‘I he 


amortization 


industrial expansion main pur 


pose of the program 1s 


to expand private industry’s productive 


capacity to meet mobilization goals 


Unlike the situation during World War 
Il, government ownership of detens« 
facilities is being held to a minimum 


* The Acts 5:4, 5 

* Charles E. Chapman and Henry L 
Play Ball! Advice for Young Ballplayers (New 
York, Harper & Brothers, 1941), p. 170 It 
is mentioned on this same page that ‘‘many of 
the throws are hard and long, being quite a 
tax upon the arm."’ Such a levy is unknown to 
the Internal Revenue Code, although there are 
taxes on legacies 


Severeid 
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Books 


American University Tax Institute 
Federal 


University Tax 
tures, Volume 6 
Mann. Matthew 
Albany 1, New 


Chis is Volume 6 of the 
versity Tax 


Current Issues in 


Vn 


Taxation. The 
Institute Lec 

Edited by Fritz Karl 
Bender & Company, Inc., 
York. 1954. 373 


rican 


pages. 


American Uni 
Institute papers. The lectures 
contained in this volume were presented at 
lie December, 1953 meeting in the Brook 
Institution in Washington. The 1953 
institute concentrated on practical and ad- 


problems. A 
reported on their experience in 
handling tax cases, discussing such subjects 
as how to find the how to find the 
tacts, how to present the case to the revenue 
agent, how to present the case before the 


Appellate 


HRS 


ministrative number of the 


Spe ake rs 


law, 


Division, ete 


Several of the 
to the 


them 


lecturers are 
this 
Brabson, 


well known 


readers of magazine, among 
George D 
was on. the 


Risks of Oil 


whose paper 
“Benefits Versus 
and Ventures”; Aubrey 
R. Marrs, who told “How to Find the 
Facts’; John E. Hamilton, who spoke on 


m-Business Expenses” 


subject of 


(yas 


Richard C 
“Death of a Part 


and 


Fles¢ h, whose topic was 


Pensions Are Fashionable 


Yetentific Employee Benefit Planning 


Howe 


Cochrar Little, 


street, 
354 pages. $10 


Brown and Company, 


Massachusetts. 


tr Beacon 


1954 


Boston, 


Mr. Cochran has the knack of explaining 
the complicated legal formulas for pensions, 
profit-sharing and bonus employee benefits 
in everyday understandable language 
times he 


el 


ne matter 


Some 
gives the impression of treating 
a bit facetiously or impatiently; 
at is, he seems impatient with those who can- 
not see the advantage to them and to their firms 


of the pension and profit-sharing idea. He 


Books 


Of 
Interest 
to the Tax Man 


displays impatience with the attorneys who 
have let the insurance salesmen, the bankers 
and the so-called pension salesmen walk off 
with the cream of the business. He chides 
the attorneys for their reticence in handling 
these problems by recalling their attitude 
toward the income tax, when they let the 
accountants take a good share of the income 
tax business. 


The book is written for the layman who 
wants to know enough about pensions to 
decide their worth to his own firm and to 
discuss the subject intelligently with an 
advisor, and for the attorney who is letting 
others take a good piece of business that, by 
virtue of his profession and the legal nature 
of the employee benefit plans, should be his 


Che essence of this book can be summed 
up in this way: The social security system 
ot the federal government, as good as it is, 
in a few years is not going to be good 
enough or sufficient enough to pay subsistence 
to all the eligible pensioners. Realizing this 
weakness, the federal government has offered 
and is offering certain inducements through 
income tax deduction to the corporation to 
establish a private system that will augment 
the government's social security in the years 
to come. Businessmen should be farsighted 
this, and a good many of 
Businessmen should be farsighted 

that greater 
stockholder 
the ordinary working stiff. It is a popular 
misconception that this latter group is the 
only heir of a vote-conscious political 


enough to see 
them are 
enough to see benefits can 


accrue to the than to 


worker 


system 


Everything fashionable has its 
basement duplicates 


benefits 


bargain 
So it is with employee 
The author tells the reader how to 
judge value in plans, how to set them up, 
how to administer them and how to get the 
what the 


Cochran 1s 


most out of 
offer Mr 


author, as an 


government has to 
experienced as an 
and as a 


attorney pension 


planner, and there is good sense in his thee 


ry 
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Housing Units for Sale 


Sale of Rental Housing Units: Ordinary 
Income or Capital Gain?’ by David 


Reifer. Journal of Accountancy, April, 
1954. 


The author is a certified public account- 
ant in Buffalo, New York. 


The statutory definition of capital assets 
(Section 117(a)(1)) specifically excludes 
“stock in trade of the taxpayer or other 
property of a kind which would properly 
be included in the inventory of the tax- 
payer if on hand at the close of the taxable 
property held by the 
primarily for sale to 
ordinary course of his trade or business.” 
similar exclusion in the defi- 
nition of “property used in a trade or busi- 
under Section 117(j). Thus, sales 
made to customers in the ordinary course 
of a business do not qualify for capital- 
treatment. The proper application of 
this rule is at times quite difficult, particu- 
larly in the case of the sale of real estate. 
One of the most aspects of 
the “primarily for sale” question has arisen 
in the sale of rental housing units 


Under the priority system administered 
by the War Production Board from 1941] 
to October, 1945, builders and real estate 
developers were required to retain as rental 
property a varying percentage of the dwell- 
ing units completed. Once the restrictions 
on sales were lifted, many dwelling units 
completed during this period were sold— 
particularly in 1946. 


single or 


year, or taxpayer 


customers in the 
There is a 


” 
ness 


gain 


controversial 


exclusive 
property 1s 
sale to customers. 


There is no test to 
held pri- 
The starting 
indication is how fre- 
and regularly property is bought 
If there is no pattern of frequency 
continuity, the property will not be 


determine whether 
marily for 
point and 


quently 


the basic 


and sold 
and 
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classified as being held primarily for sale 
to customers, because isolated sales do not 


constitute a business. 


Neither the taxpayer’s original purpose 
for holding the property nor the length of 
time he held it with this purpose in mind 
is determinative of the 
property. 


character of the 


Although the entire career 
may be relevant, the tendency has been to 
emphasize his intent and activities immedi- 
ately prior to the sale in question. 


Where the were made not as an 
incident to the carrying on of a business, 
but for the realization of a profit by the 
gradual and passive liquidation of the prop- 
erties, the properties will not be classified 
as being held primarily for sale to customers. 


taxpayer's 


sales 


The taxpayer may originally build houses 
for investment and through frequent sales 
in subsequent years demonstrate that the 
properties were held primarily for sale to 
customers. There may be a change of in- 
tent between the time of acquisition and the 
time of sale. 


If the rental of real estate is merely an 
ad interim incident of its ownership, gain 
upon the sale of the property will be treated 
as ordinary income. 


Capital-gain treatment will not be af 
forded to property where the facts disclose 
that one of the essential purposes in hold- 
ing the property was to await 
sales market. 


a favorable 


Taxpayer may hold some of the proper 
ties primarily for sale to customers and 
some of such properties for 
purposes. 


investment 


There is no rigid rule that can be applied 
in determining whether property is held 
primarily for sale to customers or whether 
it is being held for investment purposes. 
Each case, in the last analysis, rests on its 
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own facts. However, in the decided cases 
there appear to be a number of factors that 


have influenced the court. 


In determining whether property is held 
primarily for sale to customers, and there- 
fore subject to tax as ordinary income, the 
following factors have been stressed in the 
various cases 

Frequency, Continuity and Volume of Sales 
Either all the properties 
substantially all the properties were sold 
during the period being considered by the 
courts. 


were sold or 


Effort to Sell “For sale” 
signs displayed; active solicitation; adver- 
tisements in the 
and 


d lggres sive 


newspapers; sales force 


available; inducements 


letters, etc 


organization 


through bonuses, - listing for 


sale with brokers. 


Type of Lease. Lease with option to 
purchase; oral month-to-month lease; lack 
of lease. 

Purpose of Acquisition of Property. To 
await a favorable market; to sell 
economic 


sales 


when more favorable conditions 


prevail, 

Purpose of Disposition of Property. To 
acquire more capital to build additional 
units; pressure by creditors. 


Sales to persons to whom the 
was not obligated to sell. 


taxpayer 


Previous Htstory In the business ex- 
clusively of building houses for resale; stock 
interest in 
| 


corporation active in building 


ouses for resale 


Poor 


far in 


Rental Income 
rental 
question; low 


Income from sales 
during the 
rental ceilings; 
property of poor and inadequate construc- 
tion 


Lack of 


rental over 


excess of income 


period in 


hold 
period of years and a definite 
plan for selling, rather 

Time Factor 
lifting of 
creased volume of sales following improved 


intent to properties tor 


than renting 


Heavy volume of sales 


upon wartime restrictions; in 
substantial volume of 


sales following completion of units. 


Lack of separate accounting for rental and 
sales operations 


economic conditions; 


In determining whether the profit on 
the sale of property results in capital gain, 
the courts following 


have considered the 


factors 


Articles 


The low volume of sales during the years 
in question compared with the total units 
available. 

The sales are not continuous, but casual 
and infrequent. 


Sales are not made as an incident to, nor 
for the purpose of, carrying on a business, 
but for the realization of a profit by the 
gradual and liquidation of the 
properties. 


passive 


Investment Portfolio. Sales are made for 
the purpose of change in the investment 
portfolio of the taxpayer. 

Lack of Aggressive Effort to Sell 
taxpayer is not 
organization; taxpayer has 
lack of interest in 
in papers or other 


The 
selling 
indicated his 
selling; no 


constituted as a 


advertising 
sources; no “for sale” 
signs posted; no listing of the properties 
with brokers; no active solicitation; no real 
estate license obtained. 


Purpose of Sale. Financial need of busi 
ness; change in investment portfolio. 

Previous History 
als; definite 
rental 
dence of 
operation. 


Shows profitable rent 
segregation and allocation of 
business f sales business; 


from 
conversion from 


evi- 
sales to rental 

Rental Business Maintained. Office setup; 
maintenance help available; devotes time to 
rental business. 


Definite Plan of Dual Operation 
and sales divisions or 
rately maintained. 


Rental 
departments sepa 


Accounting. Accounting and bookkeeping 


segregated as between rentals and sales. 

Time Factor. 
of restrictions 
volume of 


Time lag after the lifting 
and before a_ substantial 
sales is consummated 


A Tax for Losing Money 


“The ‘Hobby Losses’ Section of the In- 
ternal Revenue Code—An Unconstitu- 
tional Income Tax Statute?"’ by John G. 


McQuaid. Notre Dame Lawyer, Spring, 
1954. 


The author is a member of the New 
York bar. 


At a time when Congress and the Treasury 
are comprehensively reviewing the Internal 
Revenue Code with a view to providing a 
more rational tax system, it is to be hoped 
that Section 130—the so-called “hobby losses” 
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Code 


additional tax imposed by Section 130 is a 
foolish tax—so foolish 


section of the will be S¢ rapped For 


indeed, as to raise 
a serious question as to its constitutionality. 


At the time of its enactment in 1944, Sec 
tion 130 was popularly “the 
Marshall Field bill” It was believed that 
Mr. Field was operating his liberal news 
papers PM and the Chicago Sun as a sol 
proprietorship, and that, they 
both thought to be losing money at 
time, the 


4 
Known as 


since were 
that 
sense, 


government Was, In da 


“financing” these publications in part out of 
taxes that Mr 
sumably have 
ot Missouri, 
Committee, 


Field otherwise would pre 
Clark 
a member of the Senate Finances 
stated, in effec t, that it was only 


basis that the 


had to pay Senator 


on the proposed amendment 


effect on Mr 
Field’s publishing operations that the amend 
ment was carried in the 


would have some adverse 


committe 


The basic absurdity of Section 130 is that 


it imposes an additional tax because a man 
has lost money—more than $50,000 of it for 


each of five bona 


successive years—in the 
fide pursuit of profit 
any kind 
hotels from 
those generally carried on in corporate form 
And it can be the hotels 


for example, which may be a losing proposi 


His business can be 
manufacturing, oil, newspapers, 
indistinguishable in characte 


kind of business, 
which can be a 
can be the kind of 
stock breeding for example, 
by its very nature 


tion in hard times, and 


bonanza in good; or it 
business, which 
normally be ex 


profits for the first 


cannot 
pected to produce hive 


years 
What 

up a 

extent 


Section 130 does in effect is to set 


that, to the 


a person’s losses aré¢ 


conclusive 
that 
under its 


presumption 
excessive 


limitations, 


they are not really 


incurred for business purposes 


Is Section 130 so lacking in 


This depends upon 
whether the Due Process Clause of the Fiftl 


sense as to 


be unconstitutional ? 


Amendment limits Congress’ power to im 
under the Sixteenth 
Section 130 is 
unreasonable.” 


130, it 
The behind its enact 
ment was to deny business expense deductions 
doubtful where the courts 
had found that certain enterprises of wealthy 
taxpayers fide 
however, no implicit relationship 
in reason between the extent of an operating 
and the 


personal 
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pose an income tax 


and whether 


and 


Amendment, 
‘arbitrary 


Section is submitted, fits the de 


scription purpose 


in those cases 


were not bona businesses 


There is, 
business o1 


characterization 


| 
1Oss 


of the enterprise which produced 
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it The effect is that many taxpayers who 
are not guilty of the that the 
seeks to correct will be affected by it 
this 


evil statute 
It is 


characteristic of the which 


Statute 
justifies labeling it as arbitrary. 


One principle which has been applied in 


the past to justify a statute which reaches 
those not within the evil with which it treats, is 
that 


be embrace ed 


the law allows a penumbra to 

that the outline 
of its object in order that the object may be 
secured.” (Schlesinger v, Wisconsin, 270 U.S 
230, 241 (1926).) 


goes bev« ynd 


Granted that the Constitution gives Con 
gress, as an incident to its taxing power, the 
power to remedy tax avoidance abuses, does 
it (or, should it) give Congress the power 
to impose aremedy where there is no abuse 
It would certainly seem not, at least if the 
citizen has a right to a rational explanation 
for the statutes that apply to him. Mor 
over, if the Constitution prohibits statutes 
that are “indecently discriminatory,” why 
should it not prohibit statutes that are irra 
tionally discriminatory; in either case a 
person’s property is being taken without a 


sensible motive 


In the last analysis, one’s opinion of the 
decision in the leading case on the “penumbra 
doctrine,” Purity Extract Company v. Lynch 
(226 U. S. 192 (1912)), may tell him how 
he thinks this issue of justice and legislative 
There the 
Mississippi pro 


convenience should be r¢ solve d. 
Supreme Court upheld a 
hibition statute which prohibited the sale of 
all malt without 
alcohohe content, even 


liquors regard to their 
when applied to a 
nonalcoholic malt beverage which could not 


be used as a subterfuge for beer 


catch-all 


needed to 


Finally, if we have such 


statutes, then what is probably 


must 


assure justice and at the same time to avoid 
the assumed conflict and embarrassment in 
volved in statute 
tional, is the increased use 


declaring a unconstitu 
of the 
declaring it unconstitutional only in respect 
of 1ts 


court 


device of 
application to the case before the 
Theoretically, such a practise would 
the results undet 
issue in Heiner 2 
(1932)); theoretically, such a 
statute should not be required in the 


not change a statute such 
as that in 


as. .D. dee 


Donnan (285 
first 
that 
ot the 
might be 


place. Practically, two presumptions 
of the statute itself and that in favor 
constitutionality of its application- 
more effective than 
that exist be 
tween its intent and judicial notions of its 
intent 


eliminating the 
conceives to 


one in 


gap Congress 
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Ex-marriage and Taxes 


“Federal Tax Consequences of Alimony 
and Separate Maintenance Payments,"’ 
by Paul D. Lagomarcino. Buffalo Law 
Review, Spring, 1954. 


The author is an attorney with the Inter- 
nal Revenue Service, New York. 


Prior to the 
ments ot! 


1942 


payments in 


Revenue Act of pay- 


alimony or lieu of 
caused no complicated federal tax 


The 


under a 


alimony 


consequences rule 


was clear. Pay 


ments made 


voluntary separation 
pursuant to a decree 
Of separation trom bed and board or decree 
of absolute divorce did not 
ome to the 


| usband 


income, 


agreement alone ot 


constitute tax- 
able inc wife. Consequently, the 
taxed upon his 


though a 


was entire net 


even substantial 


portion 
been paid to his wife as alimony 

tor separate maintenance. Gould v. Gould 
(lustre 913, 245 U: S&S. 1) (97) 


the leading case 


may | AV 
was 


The United States Supreme Court based 


decision upon an interpretation of the 


The 


the sum received by 


Income in the statute 


cannot be regarded as income 

accruing to her within the enact 

ment.” In dictum, it “The net 
income of the divorced husband subject to 
taxation wi not de 


State d: 


creased by payment 


] 
OL alimony 


In the Revenue Act of 1942, Congress 
cnacted the present Sections 22(k) and 23(u) 
ot the Code, together with other 
ments or additions to existing 
22(k) pertains to the 


payments in the 


amend- 
sections 
Section inclusion of 
nature of alimony 
gross income of the 


into the 
It provides that, 
five prescribed conditions are satis 


wilt 


where 
The d, 


Se pal ate d 


payments to a legally 
includible in the 
wile It is imma- 
attributable 


, to life insurance, endow- 


divorced or 
“Shall be 


income” of the 


Wite 


ross 


terial whether the payments are 
to property in trust 


ment or annuity contracts, or to any other 


paid 
husband 


interest In property, or are 


or indirectly by the 


directly 
from his 


mcome o1 For the purposes of this 


ection the 


wife is treated as though she 


makes her income tax returns on a cash 


receipts and disbursements basis, regardless 
of whether she normally makes her 


Accordi 


are includable in the wife's 


I 


return 


on an accrual basis gly, payments 


income in the 
, , ’ ; 
taxable vear in which she actually receives 
them 


Articles 


Section 22(k) does not apply to any part 
of a periodic payment 
written 


which a decree @t 
instrument “hx, in 


amount olf money or 


terms of an 
a portion of the pay 
payable for the sup 
children” 


ment, aS a sum 


port of minor of the husband. 


Complementing Section 22(k), Section 23 
hus 
This 
section permits the husband to deduct only 
those “amounts includible under 

22(k) in the income of the 


(u) deals with the deduction by the 
band of payments to his former wife. 


section 


PTOSS 


wife.” 

Section 22(k) applies, and hence, a de 
duction under 
be claimed, 
clearly that 


Section 23(u) 
only 


may properly 
where it can be shown 


(1) the wife is “divorced or 
arated from her 


legally sep 
under a 
of divorce or of separate maintenance”; 


husband decree 


(2) the payments are 
(whether or not 


“periodic 


made at regular inte 


vals) 


(3) the payments are in discharge of a 
legal obligation growing out of the “marital 


or family” relationship; 


(4) the 


le gal 


payments are in 
obligation 


discharge of a 
imposed on the 
divorce or 


husband 


by a decree of legal separation 
or incurred by the husband under a written 


instrument “incident to” either such decree; 


(5) the payments have 


“subsequent to” the 


been received 


decree ot divorce or 


ot separate maintenance 


Section 71 of the proposed Code (H. R 
8300) relates to the 
in the nature of 
maintenance 
wite 


inclusion of payments 
alimony 
into the 


Complementing 


and separate 
income of the 
Section 71, Section 
215 of the proposed Code allows the hus- 
band 


gross 


“as a deduction [from adjusted gross 
income] amounts includible under 
71 in the gross income of his wife.” 

With 


tions of 


section 


one exception, the various subse¢ 
Section 7] 


inconsequential 


merely re with 
changes in lan 
provisions ot 22(k) of 
Code The single change ot 
substance relates to payments made under 
a written separation agreement not in ident 
to a decree of court 


enact, 
and 
guage, the 


few 
Section 
the present 


Section 71(a)(2) of 
the proposed Code, however, is in the nature 
ot an exception to the general rule It 
provides that such payments shall be treated 
as income taxable to the wife under certain 
circumstances 


Section 22(k) 
71(a)(1) apply 
“divorced or 


and the 


only 


proposed Section 
where the wife 1s 


legally separated from het 
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divorce or of 
A voluntary separa- 
tion agreement does not satisfy the require- 
ment 
The 
decree of 


voids the 


husband under a decree of 


” 
separate maintenance, 


include a 
marriage, which 
initio Payments 
made under an interlocutory decree have 
been held by the Tax Court not to qualify. 
Section 22(k) and the proposed Section 71 
distinguish by definition between a “peri- 
odic” payment “installment” pay- 
ment in partial discharge of an obligation 
to pay a certain total amount to the wife. 
The courts have held installment payments 
“are not taxable to the divorced wife as 


” 


does not 
annulment of 


term “divorce” 


marriage ab 


and an 


income 


Section 22(k) defines “periodic” only to 


the extent that a payment may be periodic 
“whether or not made at regular intervals.” 
Its meaning doubtless never will be entirely 
The Tax that 
“periodic” is to be given its ordinary mean- 
ing Yet this is impossible, since the very 
element of regularity which characterizes 
the work has been eliminated as a criterion 
by the a payment 
“whether or not made at 
intervals.” 

\ single or payment is not 
deductible It is immaterial that the lump 
paid as a full discharge of an 
obligation to make periodic payments in the 
future, but 


clear Court has stated 


statutory provision that 
may be periodic 


regulat 


lump-sum 


Sut 1S 


“arrearages retain their original 

Accordingly, if the amounts 
“would constituted periodic 
had been paid when due, 
the receipt of such arrears, even though in 


characte 
in arrear have 
payments they 
a lump or aggregate sum must be regarded 
as the receipt of a periodic payment.” The 
Tax Court has defined “periodic” in a 
negative way by stating that all payments, 
other than installment payments “are to 
be considered as periodic payments.” Thus, 
the statutory definition may serve the dual 
purpose of defining both the 
and the periodic payment. 


installment 


Section 22(k) defines an installment pay 
ment as one “discharging a part of an 
principal sum of which is 

specified in the decree or instrument” 
incident thereto. An installment payment 
treated as a periodic payment “if 
principal sum, by the terms of the 
instrument, may be or is to be 
paid within a period ending more than 10 
from the date of 


obligation the 


will be 
such 
decree or 
years such decree or in- 
strument.” 

Undoubtedly due to the 
expressions ot 
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clarity of the 


Congressional intent and 


August, 


1954 @ 


the Regulations, few cases have involved the 
requirement that the obligation be imposed 
upon or incurred by the husband “becaus¢ 
of the marital! or family relationship.” In 
those few cases which have arisen, the issue 
factual one, involving the ap 
plication of the facts of the case to the 
principles quoted. The Tax Court has 
held that amounts attributable to the repay 
ment of a loan or attributable to the pur 
chase of property by the husband from the 
wife do not satisfy this requirement of the 
section. 


has been a 


Section 22(k) and the proposed Section 
71(a)(1) require that the husband’s obliga- 
tion to pay arises from one of two sources 
(1) a decree of 
maintenance, or 


divorce or of 
(2) a written 
incident to either such decree. 


separate 
instrument 


A written agreement relating to custody 
of children and containing a provision that 
“the parties have made a verbal agreement 
as to the support of the [wife] 
said minor children, the which 
are not set out in [the] Agreement” 
has also been held not to qualify, for the 
written agreement did not relate to the 
support of the wife and the mere referencé 
to the oral would not thereby 
incorporate it into the written agreement 
An agreement could be incident to a decres 
even though it was not referred to by the 
divorce court. However, to be incident to 
a decree, a written instrument “must be 
part of an integral plan of the two spouses, 
which [plan] includes the obtaining of a 
divorce.” Stated differently, there must have 
“anticipation of divorce by both 
parties at the time of the execution of the 
agreement.” 


The requirement of 
payments be made 
cree of divorce or separate maintenance is 
unambiguous. Little need be said about it 
Actually, it seems redundant, for other por 
tions of the statute appear to prohibit de- 
duction of all forms of payment prior t 
entry of either decree. 
voluntary separation 
pendente lite, 
nance 


and 
terms ol 


agreement 


been an 


Section 22(k) that 
“subsequent to” a de- 


Payments under a 
agreement, 
support or 
payments, 
all made 


alimony 
separate mainte 
and voluntary payments 
prior to entry of a decree, run 
afoul of some other provisions of the section 


Apart from the foregoing five requir¢ 
ments conditioning the deductibility of pay 
ments for the support of the wife, Section 
22(k) also makes express provision for the 
treatment of payments for the 


children of the 


support of 


the minor husband. The 
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Tax Court has stated that “the important 
is the allocation of the 
support of the children, 
agreement, and not the 


made of the funds.’ 


consideration 
payments to the 
as specified in the 
actual use 
On the 


decree 


other hand, if an agreement or 
provides payments for the support 
wife and the minor children without 
designation of an amount of 
portion of the payment for the 
support of the children, ordinarily “the 
whole of such amounts is includible in the 
Income of the wife” and ac cordingly is de- 
ductible by the husband. 


of the 
a specific 
money or 


The elimination in the 
the 


proposed Code of 
requirement that an agreement need be 
incident to a decree 
step toward 


of court is an overdue 
modifying the unnecessarily 
stringent limitations in Section 22(k) 
sound justified 
The first is the 


Two 
approach 
Congressional 


reasons 


this new 
expressed 
intention to eliminate the 
between the tax treatment 
ments 


de cree and 


discrimination 
accorded pay 
incident to a 
under an 


under an agreement 


payments agreemenit 


second 1s 
imposition of the 
longer existed It 


decree. The 
reason tor the 
requirement no 
has been suggested that 


not incident to a 
that the 
decree 


“The reason for the decree requirement 
seems to have been a fear that without court 
approval of the amounts to be paid, excessive 
income-splitting might be achieved—at a 
still- 
Beginning 
1948, income 


wife has 


time when 


income-splitting between 
married couples was not allowed.” 
with the Revenue Act of 
splitting by a 


husband and been 


allowed. 
These 
QT ess ynal 


two reasons further Con 


liberalization of the 


justify 
eatment 
of payments in the nature of alimony. Both 
apply with equal force to payments made 
pursuant to an interlocutory decree of divorce 
decree of annulment and to alimony 
pendente lite, all 
income 
22(k) 

of the problem may tend to additional relief 
to the husband a 


or a 
which do not constitute 
taxable to the Section 
Future Congressional consideration 


wife under 


long these lines 


FEDERAL INCOME TAX PROBLEMS OF THE SMALL BUSINESS— 
Continued from page 671 


If agreement cannot be 
Appellate Staff, the 


tatutory 


reached with the 
so-called 90-day letter 
notice of deficiency, will be 
his torm determines a deficiency 
number of dollars with 
lanatory report. The 


lavs in which 


accom 
taxpayel 
to either accept 
findings or file a petition for 
lax Court of the United 


decides to file 


review 
states 
a petition in 
preferable that an 
in the 
although the 
represent 


taxpayel 
it 1s 
orized te Tax 
taxpayer 
himself in the Tax 
Filing fee is $10, if a petition 
hearing before a judge 
of the Tax Court will be held in due course 
whicl the 
Missouri) he 
a courtroom in the 
Before the 
portunities will be 
of the controversy 
handling the 


practice 
consulted, 


himself may 
Court and 


is timely filed, a 


In the area In 


writer lives 


(Kansas City, arings are usu 


ally held in federal court 
hearing, additional op- 
had to discuss settlement 


with officials 


house 


revenue 
case. 


} 


If the taxpayer does not desire to file a 


may pay the 

file claim for refund on Form &43, and, 
if the claim is not 
alter 


ition in the ‘Tax Court, he 
allowed, may ultimately, 
length of time, 
involved in the 
court, or Court of 


lapse ot the proper 
amount 


district 


bring suit for the 


United States 


Articles 


Claims, depending on the jurisdictional facts 


involved 


| he re are 
the best 


contesting 


no fixed rules for determining 
to follow in the matter 
a proposed tax deficiency. As 
a practical matter, it is believed that the 
taxpayer and his 
should decide 


lieve the 


proc edure 


attorney and accountant 
what they be 
taxpayer is entitled to in the 
based on the 
and start in at the 
test 
deficiency 
tained at 


approximately 
con 
troversy and the law, 
bottom rung of 
procedure and contest the 
until either a 
approximately 


k ses his case 


facts 
the con- 
proposed 
settlement is ob- 
that figure, or the 
Barring the 
criminal fraud into the 
appears to be 


taxpayer injec 
tion of true 
there 


payer 


picture, 
no reason why the tax 
should not stand up for his rights 
though it litigatien. On the 
other hand, it is not sound policy to con 
test where the taxpayer's 
largely of the variety. As 
of fact, the Commissioner has 
a policy of not settling 


” 


cases 


With 


even involves 


CaSCS case 158 


nuisance a matter 
announced 


so-called “nuisance 


these 


close 


comments it is believed desir 
able to this article, with the 
that it will stimulate readers to delve 
deeply into the highlighted 


problems 
[The End] 
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Payments for Failure to Drill 
Are Not Taxable 


Liquidated damages paid to the lessors 
for failure to drill an oil well within 
the stated time are not taxable income 
to the lessors. 

\ group of 


entered 


farmers in western Canada 
with a syndicate 
The lease included a condition that drilling 
be started within 120 days 


pired without 


into an oil lease 
‘I his pe riod ex 
been started 
Another agreement was executed giving the 
syndicate an additional 120 days, but also 
providing that if the syndicate failed to drill 
within this extended 120 days it would pay 
the lessors the sum of $10,000 as “liquidated 
damages.’ When the failed to 
drill within the extended time, the farmers 
took action for the payment of the damages 
and an arrangement 
in 20 installments 


drilling having 


syndicate 


was made for payment 


Che Minister, in assessing one of the lessor 
farmers, included in his taxable 
amount of the 


income the 


installment he received 


The Appeal! Board was of the opinion that 


none of the money received was taxable in 
because the payment was liquidated 
damages, paid for the failure to comply with 


the lease 


come, 


azreement, the 
in substitution for 


payment 
rovalties and it 
rental for the use of the land Berube z 
Minister 54 DTC 289 


was not 
was not 


of National Rez enue, 


Part of Annuity Payment 
Taxable as Interest 


Where an annuitant increased his an- 
nuity and arranged to make it payable 
at an earlier date, the interest element 
of the payment is taxable. 

In 1938, the appellant purchased a gov 
ernment life annuity of $500 per year, pay 
1960. In 1949, he 
exercise the right of option under 


ments to commence in 
elected to 


684 August, 
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Tax Returns as Evidence .. . 


liquidating Damages . . . 


Government Annuity 


Canadian Tax Letter 


the contract to make the annuity 
in 1952 and also to increase the amount of 
the payment As a result, he received the 
first payment of this increased annuity in 1952 

The Minister assessed him on the interest 
element of the payment, on the ground that 
the enlargement of the annuity after June 
25, 1940, deprived him of the right to the 


commence 


exemption in respect Of an annuity payment 
under the provisions of the act 
The appeal was dismissed 

taxable received under a govern 
ment annuity contract entered into after 
May 25, 1932, and before June 25, 1940, an 
annuitant may deduct the t (a) the 
aggregate of the amounts that would have 
been received if the contract had not been 
1940, or (b) $1,200 
In the case at bar, the date of annuity pay- 
ment was advanced and the amount payable 
was had 
larged within the meaning of the provisions 
of the act. As regards the annuity, nothing 
would have been payable in 1952 under the 
original “unenlarged” contract. It follows 
that anything received in 1952 would not be 
exempt from tax. Wtsenthal v. Minister of 
National Revenue, 54 DTC 1 followed 
Cross Minister of National Revenue, 54 
DTC 265 


In computing 
income 


lesser of 
enlarged after June 25, 


increased. The annuity been en 


Income Tax Return Partially Secret 


Income tax returns may be produced in 
a criminal trial on a court order. 


The National Revenue op 
posed the production of documents (income 


Minister of 


tax returns) i his custody when requested 
as evidence in a criminal trial. The Su- 
preme Court of Canada in a recent decision 
has ruled that the can order the 
Minister to produce income tax returns as 
evidence in the trial of an indictable offense 
The Court made a distinction in this hold- 
ing between 


courts 


a criminal offense and a civil 


action.—Regina v, Snider, 54 DTC 1129 
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| WASHINGTON TAX TALK—Continued from page 614 


Section 


93]1- 
93. 
94] 


9 
1011 
1013 
1015 
1018 
1019 


1020 


1021 


Trust 


ind trusts accumulating income o1 
distributing corpus 

Accumulation distribution allocated 
to 5 preceding vears 

income, deductions, and credits 
attributable to grantors and others 
as substantial owners 

R« ettect 


versionary taking 


within 10 
Income of an 
ot divorce 


interests 
years 


estate or trust in Case 


Income taxes On members of armed 
on death 

not 
to tax 
Nonrecognition 

contribution 
o! 
terest 


forces 
Partners, 
ject 


partnership, are sub 


ot gain ofr loss on 


Basis contributing partner’s in 


Basis of property contributed to 


partnership 
Recognition and character of gain or 


Or ot part 
nership interest 


loss on 


sale exchange 
Preatment 
partners. 

Definition of partnership, partner, 
partnership agreement, and liquida 
tion of partner’s interest 


ot habilities of 


certain 


Income from 
United States 
Income 
United 
Items 
and 
Definitions concerned 
termination ot 


sources within the 


from sources without the 


states 
not 
862 


specified in sections 861 


de 


the 
income 


with 
sources ot 


“arned income from sources with 


out the United States 

“xemption for certain allowances in 
determining earned income of citi 
zens of the United States 

Income from 
United States 

Act 


the 


possessions ot 


China Trade 


corporations 


Adjusted basis for 


OT loss 


determining gain 


Basis of property included in 
tory 

Basis of property acquired by gifts 
and transters in trust 

Adjustment of capital structure 
fore September 22, 1938 

Property on which 
improvements 


inven 


be 


has made 


lessee 

Election in respect of depreciation, 
etc., allowed before 1952 

Sale adjusted basis not 


less 


of annuities 
than zero 


Washington Tax Talk 


Section 
1032 
1034 
1053 


1071 


1082 
1083 


109] 


1443 
1451 
1461 

1465 


1471 
1481 


149] 
1494 

3101 
3504 

1001 
$9()7 


Exchange of stock for property. 
Sale 
Property 
1913. 
Gain from sale or exchange 
fectuate policies of F. C, C. 
Basis for determining gain or loss 
Definitions of S. E. ¢ 
tered holding 


or residence 


March 1, 


exchange ot 


ac quired before 


to el 


order, regis 
company, etc. 
ot 


Loss stock or 


from wash sales 
securities 
Capital asset defined 


Definitions relating to capital gains 
and losses 
Gains and losses from short sales 


or loss on sale or exchange ot 


options to buy or sell 


(sain 


Dealers in securities 

Income from back pay 

Rules applicable to determining in 
come attributable to several tax 
able vears 

Correction of error in a determination 

Circumstances of adjustment 

Definitions: determination, taxpayer, 
related taxpayer. 

Effective date of 
terminations 


provisions on de 
Involuntary liquidation and replace 
ment of LIFO inventories 


War 


loss recoveries 


Recovery of unconstitutional federal 
taxes 

Claims against United States involv 
ing acquisition of property 

Rate of tax on self-employment i 
come, 

Definitions: net 
employment, 
come, 


selt 
mn 
employes 


earnings from 
self-employment 
trade o1 business, 

and wages 
Nonresident 


porations 


aliens and foreign cor 


Tax-free covenant bonds 
Application of 


on 


withholding 
nonresident 
and 


provisions 
roreign 


tree 


aliens, 
tax 


COT 

porations covenant 
bonds 

Recovery of excessive 
ernment contracts 

Mitigation of effect 
or government 

lax 
tax 


prohts to gov 
ot 
contracts 
to 


renegotiation 


on transfers avoid income 


kmployment taxes Substantially 
the present law will be adopted 


Miscellaneous excise taxes 





Tax-Wise 


Meetings of Tax Men 


Federal Tax Forum, Inc. 
Tax Forum 


Che Federal 
symposium on the Internal Reve 
1954 will be held at the Engi- 
neering Auditorium, New York City, from 
September 13 to September 17 
from 7 p to 10 p.m. The attendance 
$20. Nonmembers 


nue ( ode oO! 


inclusive, 
tee ror all sessions 18 
are invited to make reservations by address- 
ing the Federal Tax Forum, Inc., 902 
Broadway, New York 10, New York 


Colby College.—The tax institute 
the auspices of Colby College 


under 
will conduct 
Revenue Code of 
Waterville, Maine, 
S. Williams is 


Internal 
( olle ve, 


and 27 R. 


a forum on the 
1954 at ¢ olby 
on August 26 


director 


John Marshall Law School. 
Institute, the Post 
John Marshall 
holding a tax 
\ugust 9 to 


cation of the 


The Lawyers 
Graduate School of the 
Law School, 
forum during the 
13 Ini lusive , 


Chicago, is 
week of 
covering the appli- 
Code 
approximately 


charge for this 


new Internal Revenue 


Including three dinners and 
35 hours of lectures, the 
Among 
Miller 


Sutter 


course is $75 
Merle H 


liam P 
eee 


the speakers will be 
Jacquin D. Bierman, Wil 
Henry de Kosmian and M 
Lipschultz lo register, 
Lee, Dean, John 


Sout! 


contact 


Marshall Law 
Plymouth Court, Chi 
Northeastern 


ot ‘Taxation of 


University.—The Institute 
Northeastern University 
announces a federal tax forum based on 
the 1954 Revenue Act to be held in Boston 
on September 17 and 18. Full details can 
be secured by Northeastern 
Avenue, Boston, 


writing to 
University, 360 Huntinetor 
Massachusetts 


Our Cover 
When medical 


tasting the 
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Statistics against 


that it 


warn 


difference and infer 
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Taxes... 


Tax People... 
Things Taxed... 


reac h ior a 
you 


is better to sweet instead, or 
that just walk that mile, a 
chain reaction is started which hurts Uncle 
Sam in the Treasury zone. When cigarette 
consumption falls off, manufacturers’ in 
come dips, stocks fall several points on the 
Exchange and federal and state govern- 
ments agree with more people that some- 
body is getting the treatment. 

Recent 
federal 


suggest 


cigarette tax collections by the 


look like this 


government 


1953 
(Thousands) 
$130,431 
$127,524 
$138,066 
$126,909 
$123,165 


1954 
(Thousands) 
$118,508 
$106,061 
$129,206 
$124,394 
$125,029 


January 
February 
March 
April 
May 


A look at the 1954 fiscal-year collections 
(for 11 months only, as May, 1954 figures 
are the latest available) that the 
federal government has_ already lost 
$83,645,000: the 1954 figure, $1,372,625,000; 
the 1953 figure, $1,456,270,000 
collections for 1953 are 


shows 


Calendar- 


veat down slightly 


from calendar year 1952. 

According to the Tax Administrators 
News, state tax collections leveled off in 
1953. 
from 


‘There was no 
this 
taxes 
sion of the 


increase in revenue 


source aS was experienced with 


other which grew because of expan 
economy. In all but a few 
states the number of cigarettes consumed 
per capita was under the level of 1952. In 
1953, 2,380 cigarettes were consumed per 
capita in the 33 states reporting separate 
collections, and the federal figure declined 
to 2,440 per capita 


State Tax News 


District of Columbia.—There is a 
which affects all foreign 
corporations doing business in the District 


new 


corporation law 
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Many will be required to The new 


1954 


qualify 
law becomes effective December 5. 
Georgia.—The Attorney General has ruled 
that members of the armed forces are still 
eligible for the $1,500 income tax exemption, 
since the Korean conflict has not 
Also, a decision of the state su- 
preme court holds that a foreign corporation 


ceased. 


recent 


acting as a selling agent for its subsidiaries, 
whose plants are not located in the State of 
Georgia and whose sales office is in the City 


of New York, is not 


Georgia since its 


business in 
merely 
accepted in 
Schenley Industries, 


doing 
selling agents 
solicit orders which must be 
New Y ork.- Redwine Vv 


3 stc J 250-272 


New York.—New State Tax Commission 
regulations provide that a person domiciled 
outside the State of New York is a 
dent of the state if he maintains a perma 
nent place of abode and spends more than 
183 days of the taxable within the 
Part of a day constitutes a day 


resi 


year 
State 

A person domiciled outside the state who 
maintains a apartment in New 
York, whether or not such person uses the 
place of abode, is to be considered a resi- 
dent if he or she spends an aggregate of 
more than 183 days of the 
within the state 


home or 


taxable year 


Pennsylvania.—Eight years of litigation 


involving about $10 million in federal estate 


taxes aml the question of who shall pay 


what 
been 


part of that could 


avoided by 


large sum have 
careful drafting of de- 
cedent’s will. More specifically, the dispute 
could have been avoided by inclusion in 
the will of a provision expressly directing 
the manner in which all of the estate lega- 
tees and devisees, including the residuary 
legatees, should 
estate taxes. 


bear their shares of the 


Decedent expressed a desire 
distribution of her estate among her four 
children. She further directed that her 
residuary estate be divided into four equal 
shares, but in a clause other than the 
residuary clause she created a 


for equal 


charge of 
$125,000 on each of two residuary shares 
Notwithstanding this charge, the 
determined that the four residuary shares 
should contribute equally to the estate taxes 
attributable to the residue. Thus, while in 
actual dollars and cents the net amounts 
passing to the four residuary shares differed 
because of the $125,000 charge on two of 
the shares, the amount of estate taxes paid 
by each such share was the (one 
fourth of the total) In other words, the 
court would net prorate the taxes in accord 
ance with these differences in amounts re 
ceived by the residuary legatees —Edwards, 
377 Pa. 606. 


Washington.—The sales tax regulations in 
this have been to reflect the 
changes made at the last session 
of the 


court 


same 


state revised 
in the law 


legislature 


City Tax Calendar... 


September 15 Phoenix business 
privilege tax and payment due 
Colorado Denver sales tax reports and 
payment due Ohio: Columbus estimated 
third installment 
due; Columbus estimated personal income 
tax third 


Arizona 


reports 


corporate income tax 
installment 
amended tax Youngs- 
town corporate mcome_ tax 
third installment due; Youngstown esti 
mated personal income tax third ‘install 
ment due. Pennsylvania: Erie employer 
withholding tax reports and payment due; 
Erie personal income tax third install 
ment due; Erie School District incom« 
Pittsburgh in 
come tax payment due; Scranton School 
District estimated third 
installment due Seattle 
occupation tax reports and payment due; 
Tacoma occupation tax reports and pay 
ment due 


and, if 
declaration 


necessary, 
due; 
estimated 


tax third installment due; 


income tax 
Washington: 


Tax-Wise 


September 20 
sales and use tax 
due New York 


and use tax 


New Orleans 
reports and payment 


New York City sales 


reports and payment due 


September 25—New York: New York City 
conduit company tax reports and pay 
ment due; New York City public utility 


excis¢ 


Loutsiana 


tax reports and payment due 


September 30—Missouri St. Louis em 
ployer withholding reports and payment 
due. Ohio: Cincinnati income tax reports 
and payment due; Dayton estimated cor 
porate income tax third installment due; 
Dayton estimated personal income tex third 
installment due; Toledo estimated corpo 

yme tax third installment 

necessary, amended tax declaration due; 

Toledo estimated personal income tax 

third installment due. Pennsylvania: Erie 

School District employer withholding tax 


reports and payment due 


rate inc and, if 
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State Tax Calendar 


The State Tax Calendar includes the 
report and payment due dates of im- 
portant taxes—franchise, income and 


property—for the next month. 


ALABAMA: September 15—Corporate in- 
come tax third installment due.—Personal 


income tax third installment due. 


ARIZONA: 
ports 
(last 
ports 


September 1 


private car 


Property re 
from companies due 


September 30—Annual re 


registration 


day) 


and fees trom corpo 


rations due 


CALIFORNIA: September 15 


corporation 


Bank and 
ond install- 
income tax second 


franchise tax se 
ment due Corporate 


installment duc 


DISTRICT OF COLUMBIA: 
30—Property tax 


due (last day) 


GEORGIA: September 15—Corporate in 


September 


semiannual installment 


come tax third installment duc Personal 


income tax third installment due 


IDAHO: September |! 


tax statements 


hie ense 
(last 


Fran hise 
and 
September 15 
tax second 


payment due 
day) Corporate 


installment due 


income 
Personal 


mcoime 


tax second installment due 


ILLINOIS: September 1 


ot private cat 


Property tax 
lines install 
Real property tax semiannual 


installment due 


MAINE: 


domesti 


semiannual 
ment due 


September 1 
corporations duc 


MARYLAND: September 15—C: 
third installment 
sonal income tax third 


Franchise tax of 


rporate 
due.—Per 


installment due. 


income tax 
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MINNESOTA: September 15—Corporate 
income tax second installment due.—Per 
sonal income tax second installment due 


MISSISSIPPI: September 15—Corporat 
third installment due.—Per 
income tax third installment due 


NEBRASKA: September 1—Real property 


tax second installment due. 


NORTH CAROLINA: 


Corporate income tax 
due.—Personal 


income tax 
sonal 


September 15 
third installment 
income tax third install 


ment due. 


NORTH DAKOTA: September 15—Co: 

porate income tax third installment duc 

-Personal income tax 
due. 


third installment 


OHIO: September 20—Tangible and in 
tangible personal property tax semiannual 
installment due. 
erty tax 
due 


OKLAHOMA: September 15- 
third 
income tax 


Tangible personal prop 


from intercounty corporations 


Corporate 
installment due.—Per 
third 


SOUTH CAROLINA: 


Ce T porate 


income tax 


sonal installment duc 


September 15 
third installment 
third install 
Property tax installment due 


TEXAS: September 1—Franchise tax sex 


ond installment due 


UTAH: September 15—Excise 
tax third installment due. 
VERMONT: September 15—Personal in- 


third due.— 
erty reports from railroads due 


income tax 
due.—Personal income tax 


ment due.— 


(income) 


come tax installment 


Prop 


. our country has the capacity to raise physical production from 
its current level of around $360 billion to 


$440 billion, or even more, in a mere five years. It is essential for our 
national security, as well as in the interest of increasing welfare, to 
realize this potential growth.''—Arthur Burns, chairman of 


the Council of Economic Advisers. 


688 August, 


1954 @ 


TAXES —The Tax Magazine 





Federal Tax Calendar 


September 15—— 


Due date for third 


by corporations 


quarterly payment 
income tax due for 
1 

calendar Veal (installment is 


per cent ot thie 


Date for estimated 


filing declaration of 
tax by individuals for 
1954 if filing 


met atter 


calendar yeat 
requirements were first 
June 1, 1954, and before 
1954 Installment pay 
able is one half of estimated tax 


September 2, 


Due date for quarter ot 


payment of one 
estimated tax for 1954 by 
hose declarations were due on March 


15, 1954, and 


the installment basis 


individuals 


whose payments are on 


Due date for employers who withheld 


more than $100 in 


taxes (federal in 


come tax on wages under Code 
1622 and Federal 
tions Act taxes under 
1401 and 1410) during 


of such amount 


Section 
Insurance Contribu 
Code Sections 
\ugust for deposit 
with a federal reserve 


bank or other authorized 


de positary 


(Regulations 116, Section 405.606. ) 


, by general extension, of returns 
March 3] i 


partnerships; 


fiscal vear ended 


ot (1) 


foreign 


foreign corporations which maintan 


Ss ofr 


places of business in_ the 


United States; (3) domestic corpora 


tions which transact their business and 


then 
counts 


keep records and 


books ot ac 
domestt¢ 
principal 
within the 


abroad; (4) corpora 


tions whose from 


mcome 18 
sources possessions ot the 
United States; and (5) American citi 
zens residing or traveling abroad, in 
cluding persons in the military or naval 
service on duty outside the United States 
(Regulations 111, Section 29.53-3(a).) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040 


Monthly 


holders and of officers and directors of 


information returns of stock 


foreign personal holding companies due 
for August. Form 957 


Due date for delivery to local collector of 

internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month 


ceeds of 


Payment also due for pro 


sold 


sales of 


stamps during 


preceding month 


September 30-—— 


In i case of excise taxes for which a 


date 
Nugust 
depositary, if 
reportable tor \Nugust exceeded 
$100. (CT. D. 6025, approved July 3 


1953, Reg. Sec. 477.4.) 


quarterly return 1s required, duc 


for payment of such taxes for 


to an authorized 


suc h 


taxes 





ge 


Stesmcltestl 
FEDERAL TAX aed 


New law? Old law? Speed? Accuracy? Con- 
venience? Completeness? Whatever the need, 
whatever the question—if it involves federal taxes 
for revenue, the accepted reporter of the federal 
tax specialist, the first choice of the man “who 
must have everything” is Standard Federal Tax 
Reports. 

Whether they represent the tax payer or tax 
collector, on whichever side of the tax fence they 
stand—Tax Men all endorse “Standard Reports’ 
in use, collect real dividends from the breadth of 
coverage, official and explanatory, the depend- 
ability, and the down-to-earth practical values 
which characterize the “Standard.” 

For the “Standard Reports” subscription plan 
brings subscribers up to date immediately and 
keeps them up to date continuously. The swift, 
detailed, informative weekly issues blanket the 
field of federal taxation most important to busi- 
ness and its tax counsel—reporting week by week 
the latest development in pertinent law or regu- 
lation, interpretation of ruling or court decision 
—the newest return, report or form—all enriched 
and illuminated by editorial sidelights, clear, 
helpful examples, and plain English explanations. 

Thus, Standard Federal Tax Reports subscribers 
always have the facts, always know just what to 
do — why and how to do it! 


Write for Complete Details 


COMMERCE. CLEARING. HOUSE, INC 
PUBLISHERS of on iow Oa a Ome - 2 oo i ae 


NEW YORK 36 CHICAGO 1 WASHINGTON 4 
22 FIFTH AVE 214 N. MICHIGAN AVE 1329 — STREET, N. W 





